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FOREWORD 


Railroad transportation is a sick industry. Whether the weight of the capital 
burden borne by the railroads has played a causative role in their maladies or has 
become excessive only by reason of weaknesses induced by other causes, it seems clear 
that many carriers can face the competition and the other hazards of the future only 
if their capital charges are drastically reduced. Even though surgery such as this 
may not bring health to the industry as a whole, reorganization on a considerable 
scale is indicated. Indeed, about 30% of the mileage of American railroads is already 
subject to this therapy. 

But agreement on the necessity for reorganization is only a prelude to disagree- 
ment on the host of questions which it presents. Should the technique of the equity 
receivership still be employed or should it be abandoned for the newer bankruptcy 
mechanisms of Section 77? To what or to whom should the delays characterizing 
current reorganizations be attributed, and are these delays harmful, tolerable, or even 
beneficial? Does effective railroad reorganization require the establishment of a 
special court, charged with this task only and equipped with an administrative staff, 
in lieu of the federal district courts now having jurisdiction? How can the enlarging 
circle of interest groups best be accorded representation? Can procedures short of 
reorganization be devised for roads whose financial plight does not make reorganiza- 
tion imperative? 

Recent and pending legislation has given specificity to these and other questions. 
Though the present preoccupation of the Congress with urgent defense measures 
makes unlikely any major alterations now in the reorganization machinery created 
in 1933 and revised two years later, yet consideration of proposals for change has 
advanced to a stage that renders eventual action almost certain. In the present inter- 
lude, this symposium may be of value as providing a source of both information and 
opinion relating to the processes of railroad reorganization and the controversies 
they have inspired. 

Traditionally, railroad reorganization has been the preserve of the specialist, but 
this symposium has been organized on the assumption that current interest in the 
subject extends beyond the circle of the initiate. Accordingly, two introductory 
articles are included which trace the development, respectively, of railroad corporate 
structures and of railroad reorganization law, the former exemplifying the adjustment 
of economic patterns to legal exigencies and the latter illustrating the converse phe- 
nomenon. 
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There follow two articles focused on what has been taking place in current reor- 
ganizations. The first of these—to recur to medical metaphor—examines the charts 
of the corporate patients in the bankruptcy and receivership wards, notes the im- 
pediments to rapid recovery, and observes some evidence of malingering. The second 
article describes what has been done by the judicial and, especially, the administrative 
doctors in the task of reducing capital structures to viable dimensions while obeying 
judicial and statutory mandates as to fairness and equity. But legal considerations 
are, of course, not the only guides to the framing of reorganization plans, and the 
succeeding article discusses factors of significance from the financial standpoint. 

Differences of opinion as to the proper criteria of reorganization have tended to 
be overshadowed by the lively controversy centering around the question by whom 
these criteria should be applied. Dissatisfaction with the present arrangement is 
prevalent; not so, agreement as to an alternative. Admitted is the desirability of 
participation by the Interstate Commerce Commission but its precise functions and 
its relation to the judiciary are in dispute. It is, however, the proposal to create a 
special reorganization court which has excited the most vigorous argument. The 
sixth and seventh articles of the symposium are representative of differing views on 
this cluster of problems. 

The new controls introduced by Section 77 have had their repercussions on the 
representation of security holders in railroad reorganizations, a development ex- 
amined in the eighth article in the symposium. But the security holder and the 
debtor are no longer the exclusive parties in interest in the proceedings. Another 
interest group is railroad labor, and an article by a spokesman for it makes evident 
the importance which he attaches to the reduction of railroad capital changes. Still 
another group (heretofore not menaced by, and hence inarticulate in, railroad reor- 
ganizations) is comprised of the users of railroad transportation who now fear that 
hard-pressed security holders will seek to augment their salvage by jettisoning un- 
profitable, though valued, services. The danger, discussed in an article by a repre- 
sentative of this emerging “consumer” interest, is especially acute in relation to leased 
lines, the problems of which are, in turn, surveyed in the article following. 

Belief that procedures less cumbersome than bankruptcy or equity reorganization 
would meet the needs of roads whose financial distress is not severe has led to 
experimentation with one device and the proposal of another. These are discussed 
in the two concluding articles. The first of these appraises Chapter XV of the Bank- 
ruptcy Act, providing for the voluntary adjustment of railroad obligations, and 
advances suggestions for improvement in the event of its reenactment. The second 
article examines the proposal that railroads be aided by government credit in the 
purchase of their own obligations to reduce fixed charges and discusses a major legal 
difficulty in legislation to this end which is now pending. 

The problems of railroad reorganization do not stand in isolation from the many 
other aspects of “the railroad problem,” but the consideration in this periodical of 
these related problems must await the publication of some future symposium in the 
transportation field. Davip F. Cavers. 

















THE DEVELOPMENT OF RAILWAY CORPORATE 
STRUCTURES 


J. W. Barricer, III* 


The story behind the capital structures of present day American railway systems 
is composed of elaborate corporate genealogies, in which are recorded the “vital sta- 
tistics” of numberless corporate births, deaths, marriages, and divorces, each the joint 
issue of legal and financial procedure. 

The Northern Pacific Railway Company is the only major carrier in the United 
States which was originally projected over the entire length of the territory which it 
now serves. All others are so essentially the products of consolidation that a modern 
system’s pattern and extent bears only accidental resemblance to the original project 
out of which it has developed. As a result of this, and of the financial reorganizations 
which have befallen so many companies, most of the railway mileage of the country 
is owned or operated today by some corporation other than its builder. It follows 
that the present financial and corporate structures of most large railway systems, 
like their corporate genealogies, are exceedingly complex. They have grown so 
neither by accident nor design, but by force of circumstance. 

The century which saw the United States expand territorially from a narrow strip 
of settlements along the Atlantic seaboard into a nation of continental proportions, 
also saw that nation’s economic development keep pace with its territorial expansion 
principally because capital, enterprise and labor were directed toward the develop- 
ment of its inland transportation facilities. The continued development of these 
facilities is possible only so long as they remain in private hands, and the railroads 
will do this just so long as they are permitted to earn their own way and thereby 
remain attractive to private capital and individual enterprise. 

A railway company derives its earnings from two sources. Primarily, it looks to 
the profit from transportation it produces and sells. Supplementing that source is its 
income from its noncarrier operations and from its investments in properties which 
it owns but others operate, and from securities which it holds in companies operated 
by others. A carrier’s profit from its transportation activities is termed its “net rail- 
way operating income.” The “other income” which it receives is, naturally enough, 

*B.S., 1921, Massachusetts Institute of Technology. Chief Examiner, Railroad Division, Reconstruc- 
tion Finance Corporation, since 1933. With the firm of Calvin Bullock, 1929-1933; with Kuhn, Loeb 


& Co., 1927-1929; with the Pennsylvania R. R., 1921-1929. Collaborated with Mr. F. H. Prince of Boston 
in preparation of the Prince Plan of Railroad Consolidation. 
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referred to as such.’ The sum, then, of “net railway operating income” and “other 
income” constitutes a carrier’s “gross income,” which is the earnings available for 
payment of the charges incurred in the hiring of the money necessary to implement 
its original “enterprise” capital, or for payment for the use of property leased from 
others. Any remainder of a carrier’s gross income is, of course, available for distribu- 
tion to those who hold the shares representing the enterprise capital. 

Every large railway company uses a substantial amount of property in the per- 
formance of its carrier and non-carrier services to which it does not hold the title 
as owner. It may obtain the exclusive use of such property either through stock 
control of the owning company, by lease, or by a combination of these methods. It 
may also arrange through various operating contracts or agreements for the joint or 
exclusive use of tracks, terminals or other facilities of companies which it neither 
owns nor controls. These are the devices by which the component properties in each 
railway system are knit together. 

A railway system is, then, a group of corporations owning tangible and intan- 
gible assets producing earning power through the realization of “operating profits” 
and “other income,” ultimately for a single corporation which may be termed the 
“parent company.” The “corporate structure” of a railway system is builded from 
the corporate and financial devices by which the functions and earnings of these sep- 
arate properties are integrated, and has significance mainly for purposes of adminis- 
tration, accounting and finance. , 

The “financial structure” of a railway system is a correlation of the outed struc- 
tures of the several corporations comprising its corporate structure to show (a) the 
inter-system holdings of every security issue, which are the principal basis of inte- 
grating the corporate structure (except to the extent that leases, operating agreements 
and trackage rights do not necessitate security ownership for such use of property) 
and (b) the amount of every security issue held by the public. A complex system 
corporate structure invariably produces a complex system financial structure. More- 
over, a complex financial structure of any single railway company invariably has 
resulted from past corporate complexities, even though the latter may have been 
simplified meanwhile through mergers, but which have left divisional bonds either, 
or both, held by the public or by the parent company as a continuing reminder of 
the past existence of demised corporations. The simplification of financial structures, 
which is always desirable, must be sought through refunding outstanding underlying 
bonds at maturity or by redemption (but the latter is seldom possible as a call pro- 
vision for bonds is a relatively new financial feature and one seldom found in 
outstanding issues of this character) or through exchange or in reorganization if the 
latter becomes necessary. 


* The source of most “other income” is the transportation profit, i.¢., net railway operating income, of 
some other railway operating company which the latter disburses as interest or dividends on securities or 
rental for property. Occasionally, as in the case of the Pennsylvania, a substantial part of the rentals which 
a lessee pays to lessors is returned to the former as a security holder of the latter, either directly or through 
an affiliated corporation, such as the Pennsylvania Co. 
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The first annual report of the Interstate Commerce Commission, which was for 
the year 1887, stated that the 133,606 miles of railroad then in operation were owned 
by 1,425 separate companies. At the turn of the century, there were 2,049 railroad 
companies owning 189,295 miles of road. Since that date the trend of development 
has been toward simplification, but, at the end of 1938, ownership of the 236,842 miles 
of railway in the United States was divided among 1,389 railway companies, of which 
only 136 were Class I operating companies. 


TasBLe I.—Mives oF RoaD OWNED AND OPERATED BY THE SEVERAL CLassEs* 
oF STEAM RaiLRoaDs as OF Dec. 31, 1938 








Miles Miles of 
Companies of road owned® road ‘operated* 

Percent Percent Percent 

Class of Companies* Number of total Miles of total Miles of total 

SMOG Re eee ia 5 suis 4-5 w wis «owls 0 tdhorseale 136 9.79 177,415 74.91 234,031 93-68 
RIE at chcsocs ler yc cielers @arerdiaive ors ole@ ars 292 21.02 36,878 15.57 

BONE MARNE ooe Sele cys) «: cree niavate cro efers sree acre 190 13.68 9,549 4.03 10,754 4.30 
Un TS SAAS OEE ETI es ry 10 72 282 12 

SOMO MAR ME e210 ooo arave Sia Gaon bse aie Blew 231 16.63 3,369 1.42 3,689 1.48 
BRINN s ie as bas 6 eie%s leks cles eet 12 86 117 05 

Switching and terminal................ *244 17.57 . . 

WUNMMMREMI Garo co 5575 (5 0.6.4.0 5.8.6 Wis, sie): 0 (0 0% 179 12.89 75492 3.16 

NERSMWE TR TL cie lols ieee ites cides evajsit' 70 5.04 1,179 .50 885 35 

NIEMINEN Toss ne ls io-G.slereih  ovoncishae iaiaselecleica 25 1.80 561 124 467 19 

1 1 Lay Reena eae BA ae Rea 1,389 100.00 7236,842 100.00 $249,826 100.00 


1 According to the I. C. C.’s Accounting Classification, Class I railroads have annual operating revenues 

in ase. of $1,000,000, Class II railroads, from $100,000 to $1,000,000, and Class III railroads, less than 
000. 

2 “Steam railway operating companies are those whose officers direct the actual transportation service and 
whose books contain operating as well as financial accounts. Lessor companies maintain a separate legal 
existence, but their properties are operated by the lessees, who may or may not be financially interested in 
the securities of the lessors. The reports of lessor companies contain only financial accounts. Proprietary 
companies, as the term is here used, are also non-operating companies, but are distinguished by the fact 
that their outstanding capitalization is owned by the other railway ——- If the entire capitalization of 
a lessor company is owned, it is a proprietary as well as a lessor. If the proprietary is a non-operating 
company, it is excused by the Commission’s rules from filing a —— report and information regarding 
their mileage, investment, and capitalization appears in the reports of the companies operating their Lage oe | 
If a property is also an operating company, it is required to make a separate operating report, even though 
its capitalization is entirely owned by another operating company. It is only the non-reporting proprietaries 
to which reference is made when statistics are given for “proprietary” companies. In recent years a con- 
siderable number of companies have been changed from the “lessor” to the “proprietary” class. Circular 
indicates roads (operating or non-operating) for which brief circulars showing date of incorporation, mileage, 
and a few other facts were filed. They include intrastate roads and roads under construction. Unofficial 
indicates roads for which official returns were not received.” ICC, Statistics oF RAILWAYS IN THE UNITED 
States For 1938, p. S-1. 

Single or first main track. , 

Includes operating, lessor, proprietary, circular, and unofficial companies. 

5 Figures omitted since “miles of road’’ of these companies is not comparable with that of line companies. 
® Excludes proprietary companies in systems which file consolidated reports combining the mileage, invest- 
ment, and other items on a net system basis. 

7 Excludes 39 miles in Canada, 732 in Alaska, and 200 in Hawaii. 

8 Includes 1,396 miles in Canada; excludes 729 miles in Alaska and 219 in Hawaii. 


oo 





The first railway companies were, without exception, small and weak measured 
by our present standards, and had only local interests and importance. Quite nat- 
urally, it early became clearly manifest that to give improved service at lower costs 
and to develop earning power for the capital which had created the properties, it 
would be necessary to enlarge the scope of operations so that the mileage and traffic 
of a considerable area, and between logical termini, would be concentrated into a 
unified corporate group, instead of being diffused among myriad parochial lines. 

It follows that the number of companies owning railway mileage has been con- 
tinually shrinking as corporate simplification has gone on through the years, in spite 
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of the additions of new companies created to facilitate the construction of whatever 
new mileage has been built each year. Very few companies have actually built as 
much as 1,000 miles of a railroad, yet many own more than that. Virtually all Ameri- 
can railway companies, whether large “parent company” operating units, or merely 
small lessor or proprietary companies, include some mileage which was built by 
predecessor companies. Furthermore, much of this mileage has passed successively 
through the ownership of different companies, incident either to consolidation or 
reorganization, or a combination thereof. Hence the number of railroad companies 
which have actually existed in the 117 years of American railway history has been 
legion and their capital structure and corporate relationships have embodied almost 
every conceivable financial pattern and device. 

In the case of each of the largest systems, many predecessor companies, in some 
cases up to 600, have at one time or another owned parts of the property, or held 
the franchises for the construction of the lines. Today ownership of these same lines 
may still be distributed among more than a hundred corporations, but they are 
nevertheless operated as a unit with a consolidated operating account. 

The corporate structures of some of the larger railway systems of the United 
States may be summarized as follows: 








Tare II 

a . n a|po 8 re o & g 
3 s* |é : bel esos ls (85 
eS|Z |e se . | kel ewes cogs [BE 
Railroad Golesi l a [ES s|PS 6) Ss |e [SEES 5a/t0l bo) 8- 
(ranked in order of ¥ 2 ‘SB OF See athe ee |S feo E l< 85s OF 
1938 gross revenues co 2 35 EeSlE SE ay a9 Oe Og Renae — 3 BIG 8 
of parent company) | 2% | 2g | So |oe Slog s| Sy Ss sles] 4 18 F| sa 12 sl.8.8 
- [AB 20 | Bw salon! SD lOAlerloe|SolsalS0lss 
Pennsylvania?....... 2,943 |10,287| 151 380 | 14 {6,493 | 32 |454 | 66 | 21 | 18 | 50 | 16 
New York Central?. ./3,713 |11,008) 72 288 3 6,179 | 37 1828 | 14] 8] 5] 91] 10 
Southern Pacific?. . . {1,469 | 8,656} 50 651 3 {6,377 | 9 ]150; 15] 9]11]14] 4 
«) 1. & San. Fe..... 7,191 |13,456} 107 |6,253 | 44 24 SHON 1-90.) 26.4 21/30] 2 
Union Pacific........ 32554 | 9,908] 36 | 24] 1 |5,675| 5 1650/43} 7°] 5] 18 | — 
Baltimore & Ohio... .|2,491 | 6,395) 122 |2,452 | 36 [1,130 | 16 |312 | 97 | 11] 4] 32} 23 
Chesapeake & Ohio? ./2,762 | 3,113} 19 _ — a7°| 2yeeo || oF | 4] AiO] 2 
a M. 3 i Dae pio My _ _ +4 4 660 = 6} @ | 6 : 

icago, Bur. soe g —- a 344} 54/16] 1] 4 
Illinois Central... ... 2,209 | 4,948] 66 {1,015 | 27 |1,518 | 14 {207 | 30} 9} 4/10] 2 
ct veo eee ey: nerd eae 4 14 3 we 25 |489 | 74} 25) 2) 35) 1 
icago . West.. ./8,1 a 1 —- ~- oy 446 1 12}. 5) 207] 1 
Missouri Pacific... .. 6,262 | 7,159) 56 355 + 105 | 10 |423 | 82} 17] 8}]12] 5 
Great Northern...... 7,512 | 8,072} 25 141 2 — |— /417/19| 5] 3/13] 2 
Chicago, R. I. & P...|5,075 | 7,857) 44 21 4 /2,318 | 10 |443 | 70] 21] O|] 5] 4 
Norfolk & Western. ..]2,163 | 2,198} 11 — —_ — |—]| 26/13] 5] O| 3] 3 
IN, X., IN. Ea Oe Od.....10,074 | 15873] 21 2 1 Boe) 7 eee. 8 |) ey, & 9 | 2 
Res yey ees 1,093 | 2,284] 64 239] 18 811 | 27 258 | 21} 2) 2) 14] 1 
Northern Pacific..... 6,417 | 6,721] 21 — _ Se eigen 129) 6140) 3} — 
Mbagine. ... 6s nc. sce 581 | 1,450] 44 31 2 789 | 29| 50; 10; 1] 4] 8{;— 












































tExcluding companies granting trackage rights. 

1Subsidiaries and affiliates of companies in these classifications are not included in this tabulation. 

2Tke following major subsidiaries operated as part of the system named in parentheses are listed herein as “separately 
operated affiliated companies” and their separate subsidiaries and affiliates are not included in the tabulation: Long Island 
(Pennsylvania); Pittsburgh & Lake Erie (N. Y. Central); Texas & New Orleans (Southern Pacific); New York, Chicago & St. 
Louis, Pere Marquette (Chesapeake & Ohio); Chicago & Erie (Erie). The operating accounts of the Texas and New Orleans 


R. R., are consolidated with those of the parent company, but this is not done in the case of these other five companies. 
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In order to study in detail the corporate and financial structure of each railway 
system, it is necessary to have a map showing the ownership of all railroad property 
used in its operations. This must be supplemented by a related chart which will 
show in separate blocks the individual capital structure of each owning company 
indicated on the map (except foreign lines granting trackage rights or use of other 
joint facilities), subdividing all security issues to show amounts held within and 
without the system, and company by which owned, together with details of all 
pledges of securities. Such a chart, if complete, will include, in addition to the 
carrier companies shown on the map, all non-operating affiliates and separately op- 
erated carriers in which the parent company holds any investment, irrespective of 
whether the operations of the company in which an investment is held are conducted 
by an affiliated company or not.? 

Every Class I railroad in the United States owns some railway mileage, except 
the Clinchfield,* the Georgia’ and the Cincinnati, New Orleans & Texas Pacific, each 
of which leases all lines that it operates.* In addition to the mileage which a Class I 
railroad owns in fee, it will usually operate other mileage to which it does not hold 
the title. If it controls all of the voting securities of any company, the parent cor- 
poration can take over the operation of the mileage owned by its “proprietary com- 
pany,” without the formality of a lease and both the income account and the balance 
sheet of the latter can be merged into those of the former. Should a subsidiary of 
this class have any bonds outstanding with the public, however, some contractual 
arrangement must be entered into between the parent company and the subsidiary 
to assure full assumption of the latter’s obligations, so long as its operations and 
accounts are merged. Further, if there are any minority stockholders, agreements 
must be made with them respecting the basis on which they will forego the separate 
determination of net income for payment of dividends by the subsidiary and relate 
such disbursements to the earnings of the parent company. The Baltimore and 
Ohio, the Santa Fe and the Illinois Central are the principal examples of systems in 
which various proprietary companies own a substantial part of the mileage operated 
by the parent company. 

While mortgages of the parent company cannot be made a direct lien on the 
property of a proprietary company unless the latter company joins in the mortgage, 
nevertheless the former’s obligations can easily be spread over the property of such a 
subsidiary by pledge of the latter’s obligations, capital stock, or both.’ On the other 
hand, a subsidiary company is sometimes used lest mileage, if directly owned by 

* The Railroad Division of the R. F. C. is just completing a series of maps and charts to show the 
details of the corporate and financial structure of all Class I railroads and Class I switching and terminal 
companies. A limited number of copies of these drawings for each company are available for distribution 
upon request. 

* Unincorporated operating organizations representing the joint lessees, The Atlantic Coast Line and 
Louisville and Nashville Railroads. 

“Bessemer and Lake Erie R. R. Co. owns a very small proportion of the 224 miles of lines which 


it operates, viz.: owned, 9 miles; leased, 195 miles; used under trackage contracts, 20 miles. 
°E.g., B. & O. R. R. rst Mortgage. 
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the parent company, would come within the “after-acquired” property clauses 
of the parent company’s mortgage. This may account in part for the Santa Fe’s 
extensive use of such corporations in the expansion of its system. 

A subsidiary or affiliate in which others than the parent company hold an ap- 
preciable amount of any of its securities, either stocks or bonds, can usually be unified 
for purposes of operation and accounting® only by means of a lease, since complete 
merger so often embodies serious difficulties of exchange and/or purchase of securi- 
ties or property. In this situation, the property of the lessor is turned over to the 
lessee, usually for a stated period and at a specified rental, The lease is often termi- 
nable at the option of one or the other contracting parties and the rental may be 
wholly or partially contingent. The lessee may own all, none, or only a part of the 
capital liabilities of the lessor. Pennsylvania, New York Central, Delaware, Lacka- 
wanna & Western, Lehigh Valley, Delaware & Hudson and Erie are railroads which 
have acquired a large part of their operated mileage by means of leases. It will be 
noted that all are eastern lines. Western lines, other than the Southern Pacific and 
Alton, have not had any appreciable proportion of leased mileage or number of 
leased lines until recently, when the Union Pacific integrated its operations through 
_ lease of its four principal subsidiaries, which were wholly owned’ but had bonds 
outstanding. The Rock Island, Kansas City Southern, and Colorado & Southern 
have each unified, or are endeavoring to unify, the operations and accounts of their 
respective Texas subsidiaries through leases. The Southern Pacific Company, the 
nation’s largest system in point of mileage, originally obtained consolidated system 
operation through the so-called omnibus lease of 1885, and while its Texas and 
Louisiana lines are a separately operated Class I railroad, leases are the basis of uni- 
fication of its “Pacific System.” 

Leases have the advantage of permitting the control of property without invest- 
ment, by payment of rental. However, as an offsetting disadvantage rental must be 
paid on the entire investment, usually whether earned or not, since payment of divi- 
dends on stock as well as interest on bonds of the lessor is usually guaranteed and 
any failure to meet such obligations entails the risk of abrupt loss of possession of 
the leased property. Failure to pay returns on owned property never entails risk of 
immediate loss of possession of the property by the owning company and deficit on 
debt service thereon is less apt to result in loss of the mortgaged property in reorgan- 


® Except balance sheets, as is later stated. 

™ St. Joseph & Grand Island, Oregon Short Line, Oregon Washington R. R. & Nav. Co., Los Angeles & 
Salt Lake. 

®It is a customary provision in leases to require the lessee to advance capital needed for developing 
lessor’s property. The lessee usually (but there are some exceptions) receives securities of the lessor in 
consideration of such advances. 

Many leases are very valuable to the lessee which retains a substantial balance after deducting ex- 
penses, taxes and rentals of leased mileage from revenues derived therefrom and thereby obtains use of 
property contributing traffic to remainder of system and often providing an indispensable link for through 
services. The lessee can thereby produce a much larger income from leased mileage by operating it as a 
part of a consolidated system than the lessor could possibly do as an independent operation. This, then, 
indicates the basis of the mutual attractiveness of leases. However, leased mileage, like owned mileage, 
can be unprofitable or insufficiently profitable to cover rentals. 
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ization, although it may ultimately cost the stockholder his equity. Accordingly, 
railroads which lease important mileage from other companies usually endeavor to 
acquire securities of the lessor companies, and frequently do succeed in controlling 
some or all of such companies. Pennsylvania Railroad and Southern Pacific are 
notable examples of parent systems which control their leased lines. Through the 
acquisition of control of lessor companies, the net cost of rentals is reduced, and by 
so reducing the proportion of securities held by the public, a form of limited insur- 
ance against loss by default is obtained.® If a modification of any lease has to be 
negotiated in the event it proves impossible to carry out present terms in future 
years, it is much more satisfactory to deal with a controlled lessor than an independ- 
ent lessor, even though courts will always protect a minority against a majority with 
an adverse interest. It is also important to note that capital liabilities assumed through 
fixed rental obligations, no matter how large, never appear on the balance sheet. 

In addition to the property which a railroad operates itself (whether leased or 
owned in fee by itself or by a company which it controls) a large system will use 
much property jointly with other carriers, some as a tenant, under a trackage or 
joint facility contract, and some as a joint owner. The fee to small parcels of prop- 
erty or lengths of track is held jointly, whereas the title to larger joint investments 
in fixed property, particularly terminal companies, is vested in a separate company, 
the stock of which is jointly held. 

Cooperation in the construction, ownership and operation of freight and passen- 
ger terminals has long been an accepted fact, and in nearly every large city one or 
more of the companies owning terminal properties have been created to provide for 
the needs of two or more operating companies. 

In addition to the carrier companies, there are numerous corporations created to 
perform a variety of functions which go to make up the complete corporate struc- 
ture. Some of the more familiar types are land, coal, timber, water, refrigerator car, 
hotel and townsite companies. Vast properties were handled by such non-carrier 
companies in the early days of railroad development. There were 132,425,574 acres 
of land given to the railroads by the federal government. To obtain these grants the 
railroads built 17,627 miles of track.1° Practically the entire sale of this land was 
handled by land and timber subsidiaries of the companies receiving the grants. 
Townsite companies organized by railroad companies aided the development of 
many western towns. 

Non-carrier affiliates have also been incorporated to perform certain specialized 
services for the systems of which they become a part. Furthermore, by placing in 
such corporations property not actually necessary for railroad purposes, these assets 
may be held free of the railroad’s mortgages. This is often a desirable arrangement, 


® This may also be considered as a method of setting up a depreciation reserve against any future 
diminution of operating profits from leased mileage. 

*° Not only did the government thus encourage the development of the interior through the building 
of railroads, but it received substantial concessions in the form of reduced rates for movement of freight, 
troops and mail, which continue to this day and not only affect the “land grant mileage” but other lines 
which must “equalize” to obtain competitive business. 
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because, among other reasons, the sale and transfer of the property can be more 
quickly and economically concluded, when there is no necessity of securing releases 
from mortgage trustees. 

There are 138 Class I railroads operating in the United States. Nearly all have 
interests in property of other companies on one or another of the foregoing bases 
of use. These Class I companies are not all completely independent units. Many 
own stock control of others, either individually or jointly, and the management of 
such affiliates may be closely or not at all unified. Moreover, holding companies own 
controlling interests (not necessarily a majority) in the stock of some Class I rail- 
roads. The foregoing relationships as found in Class I railroads are tabulated below." 

It has been noted that the financial and corporate structures of most present-day 
railway systems are exceedingly complex. The reader, having been carried through 
those complexities, naturally wonders why they must remain so. 

Necessarily, corporate structures can be simplified only through a reduction in 
the number of separate corporations comprising a system—by merger or consolida- 
tion. Many consolidations and mergers of solvent companies have been effected 
through the years and hardly a single reorganization has not resulted in elimination 
of one or more subsidiaries as separate legal entities. Nevertheless the irreducible 
minimum is far off and further simplification is most desirable. Perhaps a better 
realization of the obstacles standing in the way of that simplification may hasten 
their ultimate removal. ; 

One of the chief difficulties arises from the differences in the financial condition 
of the companies to be merged. It is not always easy to find a common denominator 
for the exchange of securities even if one of the units is a controlled subsidiary of 
the other, and the purchase of securities or property for cash is often difficult to fi- 


a Tasce III. Numser or Crass I STEAM RaILways IN THE UNITED STATES 
Roads not Roads 
in default, in default, 


Bankruptcy or Bankruptcy or 
Receivership Receivership 
Independent operating companies in which no holding company or other 


railroad has any appreciable interest... ...........00ccecceeeeee 21 10 
Independent operating companies in which important minority interest is 

held by another railroad or a holding company................... 8 5 
Railroads controlled by holding companies, public utilities or industries, 

Eeet SRIMUREOPIMRMENY MOETMUO 6. 555-955 6. 6S ocie iss 5 5 24 ot ios wee a eee we 18 2 
Railroads controlled by another railroad but independently operated...... 13 13 
Railroads controlled by another railroad and operated as part of its system 19 II 
Railroads in which majority interest is held by two or more railroads but 

SVAinas ete PPERIAT MEE MODOTMUEU. 5s 5 <5 sass ss cise see eit ats ye. 6s II 3 


Railroads in which majority interest is held by more than one railroad but 
which are operated as part of the system of one of the proprietary 


SMR Se rte ae Lass Pein sate oUa oe AGYe Ts oes os, Sin S 38 aA ve hoa sa hse ear eG tse 2 — 
Independent operating agencies representing lessees..................-. 2 — 
RRM ek eles x's Cee Oo ac Nous yA se ieus wea ase saw ans 04 "44 
ROMAUERMML Ooh eG ni rash tire pao wane eee an eee Pe 138 


_ Nore: Total Class I railways shown above will not agree with total shown in Table I due to the elimina- 
tion of certain companies and the addition of others since 1938. 
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nance. If the company to be eliminated has earning power or credit materially below 
that of the company which would absorb it, and vice versa, obvious problems arise. 

Many present-day railway companies were granted charters carrying special privi- 
leges which will die with the charters. But for this, such companies, most of which 
have long since lost all other separate identity, could be eliminated. 

Finally, it must be remembered that no large railway system today confines its 
operations within the territory of one state; and the very fact that one or another of 
the states through which a system operates has outmoded corporation laws or grasp- 
ing tax statutes in effect may compel the system to retain separate corporate entities 
which otherwise have no reason for being. The statutes of Texas, which ranks first 
in aggregate length of railway mileage, require that all of this be owned by com- 
panies incorporated and maintaining their operating headquarters in the state. This 
is an important factor in causing the separate existence of many railway corporations. 

The average investor has but four major sources of data’? about a railroad—its 
map, its timetable, its monthly financial statements and its annual report. The last 
is developed around an income account and balance sheet as a base. The former 
summarizes the revenues and expenses, computes the net railway operating income 
derived from all of the transportation property directly operated or used by the 
parent company, i.¢., its owned lines, its proprietary lines, its leased lines and its 
trackage rights. Also the “other income” recorded in the statement sets forth the 
return from all other properties and investments. 

A balance sheet records the assets and liabilities of the company to which it per- 
tains and shows no financial information respecting leased lines except the book 
value of any of its holdings of stocks, bonds, notes of, or advances to, its lessor com- 
panies. The lessor’s own obligations are shown on its own balance sheet although the 
lessee’s guaranties may be summarized in its annual report. However, the financial 
condition of a lessor company can only be determined by studying its own balance 
sheet. 

A proprietary company’s assets and obligations may or may not be completely 
unified in the parent company’s balance sheet, as the latter may merely list its in- 
vestment therein, which can appear, with the I. C. C.’s permission, as an investment 
in property or an investment in securities. Investments in jointly owned companies 
appear as investments in the securities of affiliated companies. The book value of 
properties used under trackage and joint facility contracts, and the tenant’s obliga- 
tions thereunder, cannot appear in a balance sheet. 

The income account and balance sheet of most industrial corporations are vir- 
tually Siamese Twins since the balance sheet includes all of the assets used in pro- 
ducing the results set forth in the income account. For a large railroad, this, 
unfortunately, cannot be the case, since a carrier, as previously stated, uses much 
property in consideration of which it has incurred many guaranties that are equiva- 
lent to an assumption of capital liabilities, yet neither these assets nor these liabilities 
are shown on its own balance sheet. 


*2 Its weekly carloading statements issued through the Ass’n of American Railroads and miscellaneous 
data published by the I. C. C.’s Bureau of Statistics are also valuable. 
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This brings up the question of preparation of a consolidated balance sheet to em- 
brace all of the assets and liabilities of the many separate corporations comprising a 
single system. Serious accounting and corporate difficulties stand in the way. Those 
who have sufficient knowledge of railroad accounting to understand the distinction 
between a consolidated system balance sheet and a similar statement of the parent 
company, appreciate some of the limitations of the former and make proper allow- 
ance therefor. They probably would prefer to use the parent company balance sheet 
alone and examine the accounts of the subsidiaries separately, than have a consoli- 
dated account, if this should be issued in lieu of the parent company’s individual 
statement. Since consolidated balance sheets may be confusing to some and are 
difficult to prepare, they have not been issued and the most useful single one, i.c., 
the parent company’s, is published. 

It would be difficult to standardize accounting rules for the preparation of con- 
solidated system balance sheets and for a regulated industry all accounting practices 
should be standardized. This may explain why none has been regularly required 
as a routine procedure by the Commission.'* It is, however, very desirable to have 
all of the railroad’s assets used in producing its transportation income and the 
liability incurred in securing the capital creating the properties set forth in a single 
balance sheet or as few as possible. Since it will always be difficult to prepare a 
consolidated balance sheet bringing together the assets and liabilities of a great many 
individual companies with varying types and degrees of control, the desired end can 
only be satisfactorily achieved by avoiding a consolidated balance sheet through com- 
plete merger of system companies except jointly operated terminals. The simplifica- 
tion of accounts is another reason to look forward to the further simplification of 
corporate structures. Only in this way can all of the accounts be made clear, com- 
plete, understandable, and meticulously accurate in their implications. At best con- 
solidated balance sheets are mere statistical compilations. 

We have seen that the present day corporate and financial structures of the na- 
tion’s railway systems, great and small, are labyrinthine mazes into which the po- 
tential investor hardly dares to venture without carefully drawn maps to guide him. 
We know that the complexities encountered are hang-over devices, originally con- 
ceived to preserve the continuity of earnings, which have long since lost that signifi- 
cance and have become handicaps to be overcome. It is the declared policy of the 
government that our railway systems need more intensive consolidation and co- 
ordination.1* Pursuant to a Congressional mandate the Interstate Commerce Com- 
mission has determined the line that future consolidations should take and has set 
the ultimate goal.1° The obstacles that beset the path are known, and it is to be 
hoped that the Congress, by appropriate legislation, the legal and banking fraternities, 
by the disavowal of antiquated taboos, and the investing public, by the adoption of a 
realistic attitude, will shortly remove these barriers from the path of the much needed 
simplification of the corporate structure of the great railway systems of the United 
States. 

*® The I. C. C. has been studying the question for some time. 


** Transportation Act, §407, 41 Srat., 481 (1920), 49 U. S. C. §5(4). 
*® Consolidation of Railroads, 63 I. C. C. 455° (1921). 











THE BACKGROUND AND TECHNIQUES OF 
EQUITY AND BANKRUPTCY RAILROAD 
REORGANIZATIONS—A SURVEY 


Warner FuLter* 


The complete story of the financial travail of American railroads and of the legal 
devices and business expedients resorted to in an attempt to resolve their difficulties 
is a history which is all too long to allow presentation in any but the most general 
way within the limits of a short article. The high-spots, however, can be touched 
upon. 

The financial problems which faced the railroads of this country in the period of 
their infancy,’ that is to say, in the era preceding 1850, were comparatively simple 
and easy of solution. During this time financing was usually accomplished by the 
sale of capital stock, rarely by the corporate mortgage. Under-estimation of the cost 
of the project was the chief source of financial difficulty. When funds ran out, the 
entrepreneurs put up or raised more money, issued additional stock, and carried the 
construction to completion. It was with the advent of the corporate mortgage in 
railroad financing in the era following 1850 that the law and technique of corporate 
reorganization in the United States had its real beginning. 

In this period the mortgage was used with an increasingly lavish hand. The result 
was that railroad financial troubles and the railroad mortgage became indissolubly 
associated as the Siamese twins. It was thought that railroad revenues would con- 
stantly increase with the development of the country, and that therefore relatively 
heavy fixed charges could be sustained. In many cases, however, revenues did not 
show the anticipated increase and the top-heavy mortgage set-up and inadequate 
revenues forced many carriers to default on their mortgages. Financial misfortunes 
of this type were especially prevalent in the times of severe economic stringency 
when there was an inevitable shrinkage in railroad revenues. As a result of such 
defaults the property securing the mortgage could be sold:at foreclosure, or where 
the mortgage so provided, it might be taken over and operated by the mortgage 
trustee for the benefit of the bondholders. But in the period between 1850 and the 


* B.S., 1924, University of Oregon; LL.B., 1927, Yale University. Member of the California and Oregon 
Bars. Professor of Law, Washington University School of Law. Consultant to the Federal Coordinator of 
Transportation in the drafting of the 1935 amendments to Section 77 of the Bankruptcy Act. Author 
(with Leslie Craven) of The 1935 Amendments of the Railroad Bankruptcy Act (1936) 49 Harv. L. Rev. 
1254, and of other articles in legal periodicals. 

? For a brief treatment of the early history of railroad financing, see Dewinc, Financriat Poicy oF 


Corporations (3d ed., 1934) bk. VI, c. III. 
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panic of 1873, resort to either of these alternatives was not frequent. Usually a settle- 
ment was arranged between the debtor and the security-holders under which over- 
due interest was funded. This course of action was dictated largely by technical 
deficiencies in, and one-sided provisions of, railroad mortgages then in use.? The 
funding expedient, of course, afforded merely temporary relief and made the under- 
lying financial situation of the debtor all the more critical, because no permanent 
adjustments between income and outgo had been effected. The day of reckoning 
was merely postponed. Later insolvencies were almost invariably the consequence. 

The foundation for the modern equity reorganization technique was laid in the 
period following 1850. This technique, as it was ultimately developed, involved 
foreclosure and sale of the insolvent carrier’s property to a new company formed to 
take it over. The equity receivership was an essential ingredient of this process. It 
may be explained that an equity receiver is a disinterested person who, according to 
the usual definition, has been appointed by a court to hold or manage property which 
is subject to a pending’ suit until the rights to the property have been judicially deter- 
mined.* While the property remains in the control of the receiver, it cannot, save 
in unusual circumstances, be affected by other courts or persons. 

After it became established that receivers might be appointed to take over the 
operation of railroads, resort to the use of the receivership was most common in con- 
nection with foreclosure proceedings instituted on behalf of the holders of defaulted 
railroad bonds.5 From the bondholders’ point of view, the appointment of a receiver 
in connection with such proceedings had the advantage of taking the mortgaged 
property from the possession of the debtor’s management and permitting revenues 
of the property to be applied on their obligations pending sale or foreclosure. 
Although the mortgage foreclosure receivership was useful in some situations, it by 
no means solved the bondholders’ problems. This type of receivership extended only 
to the property subject to the mortgage, which frequently was only a part of the 
debtor’s system. Since a railroad must be operated as 4 unit, this limitation greatly 
reduced the utility of the foreclosure receivership. Where the railroad had a complex 
aggregate of mortgages, legal machinery was needed which would extend the re- 
ceivership to the entire system of the debtor and permit its centralized operation 
pending the development of a plan of reorganization. Not only the bondholders but 
also the railroad management felt this need. But it was not until 1884 that the well- 
known Wabash receivership pointed the way to such a possibility. 

By 1884, when the Wabash reorganization was instituted, it had become well 
established that an equity receiver might be appointed, subject to certain limitations, 
in connection with pending litigation against a railroad, where the application was 
made on behalf of the debtor’s creditors or stockholders. Defying precedent, the 


* Crowell, Railway Receivership in the United States (1898) 7 YaLE Rev. 319, 326. 


* 2 Crark, Receivers (2d ed., 1929) 1249. “1 CLarK, op. cit. supra note 3, at 15. 
5 Prior to 1850, it was not clear that receivers could be appointed to take over railroad operation. Id. 
at 1249. 


® This requirement of pending litigation was met, for example, where foreclosure of a defaulted mort- 
gage was sought. Foreclosure constituted a pending suit brought by corporate creditors against the debtor. 
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Wabash Company itself filed a bill in equity, which had no connection with any 
pending suit, in which it requested the appointment of a receiver for its entire 
property.” The object of the bill was to place the Wabash properties in the lap of 
the court until a reorganization could be accomplished. The bill alleged, among 
other things, that the petitioner was insolvent and that unless a receiver was ap- 
pointed, suits would be brought against it and its properties disintegrated, with great 
resulting loss to creditors, stockholders, and the general public. The bill was sus- 
tained and influenced reorganization profoundly, but certain doubts which were 
cast upon its soundness, and the fact that the procedure there followed lacked a well- 
formulated basis for effecting the reorganization once the receivership had been com- 
menced, led to an ultimate departure from this technique.* The reorganization 
technique, as it was finally evolved following the Wabash case, was transformed 
from one in which the company itself formally instituted receivership proceedings 
in its own name to one in which a friendly creditor of the company was induced to 
commence the receivership proceedings, ostensibly for himself but actually at the 
instigation of the debtor. 


Institution of Equity Reorganization Receiverships under the Modern Technique® 


After a debtor’s management had reached the decision that reorganization was 
necessary, attorneys for the company drew up all necessary legal papers in great 
secrecy, in order to prevent creditors from anticipating the receivership and subject- 
ing important property to their claims or from instituting unfriendly receivership 
proceedings in the state courts.1° Then a friendly creditor of the company was sought 
who was willing to file a petition requesting the appointment of a receiver for the 
debtor. In order that statutes governing the institution of suits in the federal courts 
might be complied with, it was necessary for him to reside in a state other than that 
of the incorporation of the debtor, and to have a claim exceeding $3,000.11 The 
federal courts have been preferred for railroad reorganizations for the reason, among 
others, that the systems of the insolvent carriers frequently extend into several states, 
and if the state courts were used, separate receivership proceedings would have to 
be commenced in each state in which the railroad’s properties lay. While it is also 
true that separate proceedings, called ancillary proceedings, must be instituted in 
each federal judicial district through which the debtor’s system runs, the intimacy 
existing between the various federal district courts is much greater than between 
state courts, and the federal courts of the ancillary proceedings usually allow the 

™For a more detailed discussion of the receivership background of the Wabash reorganization, see 
Chamberlain, New-Fashioned Receivership (1896) 10 Harv. L. REv. 139. 

® See Byrne, The Foreclosure of Railroad Mortgages in the United States Courts in Some LecaL PHasEs 
OF CorPORATE FINANCING, REORGANIZATION AND REGULATION (1917) 77, 86 ef seq. 

° A generalized description of the equity reorganization process is here set forth. Individual variations 
from certain aspects of the process may be found. For a more detailed and technical discussion of the 
manner of instituting railroad receivership proceedings, see id. at 77 et seq. 

7° Although the past tense is used in describing the equity reorganization receivership, this procedure 


may still be used, but it has been largely superseded by the new statutory bankruptcy reorganization. 
See p. 384, infra. 1236 Srar. rogt (1911). 
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court in which the primary proceedings have been instituted to control the operation 
of the entire railroad system. 

The receivership proceedings were instituted through filing a petition for appoint- 
ment of a receiver in the federal district court of the district in which the carrier’s 
chief operating offices and a material part of its line were located.1? Similar bills 
were simultaneously filed, as was noted above, in all other district courts in which 
the debtor had important properties. The bills alleged, among other things, that the 
defendant was indebted to the plaintiff and was insolvent; that there were other 
creditors whose debts had matured and which the company was unable to pay; and 
that it would be dismembered through attachment and execution if a receiver was 
not appointed and its assets administered. The allegations of these bills were ad- 
mitted by the debtor who joined in the prayer for the appointment of a receiver. 
Courts of the ancillary proceedings usually appointed as their receivers the same 
individuals named as receivers by the court of the primary proceedings. It was cus- 
tomary for the court to name two or more receivers, one of whom was usually an 
officer of the debtor experienced with its operations. 

Shortly after the receivership proceedings were instituted, the mortgage trustees 
under defaulted mortgages obtained the court’s permission to commence foreclosure 
proceedings. The foreclosure bill, in connection with which a receiver of the mort- 
gaged property was requested, was filed with the receivership court sitting in the 
district within which the property was located. The receivership was extended to 
the mortgage foreclosure suit by court order, and the persons named 4s receivers in 
the original receivership bill were usually named receivers in the foreclosure pro- 
ceedings. 

When the foregoing steps had been taken, the reorganization proceedings may 
be said to have been completely launched. The long-range objective thereof, namely, 
the foreclosure of the debtor’s property and sale to the new company, would usually, 
however, be several long and weary years away. In the meantime, a plan of reor- 
ganization had to be devised and adequate support obtained for it. The so-called 
protective or reorganization committee system performed this function. 


The Protective Committee System in Equity Reorganization 

Since railroad properties are so extensive and valuable that outside bidders are 
almost unknown at their foreclosure, the investors in the old company were com- 
pelled to get together and acquire the property themselves if they hoped to salvage 
any portion of their original investment. This they almost invariably did by forming 
a new company to take over the properties. And if the new company was to be 
financially sound, it was necessary that its fixed charges should be materially lower 
than those of its predecessor. The situation, therefore, required investors of the old 
company to accept obligations of the new having a lesser face amount or reduced 
interest, or perhaps to take all or some portion of their claims against the former in 
stock or other contingent securities of the new company. Other classes of creditors 


72 Farmers’ Loan & Trust Co. v. Northern Pacific R. Co., 72 Fed. 26 (1896). 
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and stockholders, if they were permitted to participate in the reorganization at all, 
were required to make similar sacrifices. The complicated adjustments incident to 
such a re-shuffling of corporate interests obviously could not be worked out on a 
town meeting basis, even if it had been possible to bring together at one place thou- 
sands of scattered creditor and equity interests. The protective committee system 
was designed to permit the accomplishment of these re-adjustments. 

Protective committees were self-constituted groups, formed to represent the 
various creditor and stock interests of the insolvent carrier. Usually each creditor or 
equity class had its separate committee. The common-stock committee was likely to 
be sponsored and dominated by the management of the debtor; bondholder com- 
mittees by the investment bankers originally selling the issues to the public.1* Rival 
committees, backed by diverse interests, frequently put in an appearance. Creditors 
and stockholders were solicited by their respective committees to deposit their securi 
ties with the committees pursuant to the terms of what is known as a deposit agree- 
ment. This agreement conferred broad powers on the committees and authorized 
them, among other things, to take all necessary steps to protect the depositors in 
connection with the reorganization proceedings and in the furtherance and develop- 
ment of a plan of reorganization.1* The plan of reorganization was, at least in 
theory, the result of prolonged negotiations carried on among the various committees. 
No mathematical basis existed for the determination of what interests particular 
classes of creditors or stockholders of the insolvent debtor should have in the reor- 
ganized company. The treatment accorded individual classes depended on such 
factors as the strength of their claims, the ability of the committees representing 
them, and the integrity with which their interests were protected. 

A key problem facing protective committees was that of raising sufficient money 
to make reorganization possible. These funds were usually provided through the 
adoption of a reorganization plan calling for the sale of new first-mortgage bonds 
to a banking syndicate and by levying a so-called “assessment” on the junior equity 
or creditor interests of the old company. Under the assessment plan the junior 
interests were permitted to obtain securities in the new company only upon payment 
of a designated amount of money. Because of the uncertainty involved in the raising 
of needed money in this way, the reorganization plans almost invariably provided 
for an underwriting of the proposed sale of securities to the junior interests. 


After a plan of reorganization was agreed upon by the committees dominating 
the reorganization, their depositors were notified that a copy of the proposed plan 
had been lodged at a designated place where it might be examined by them. Those 
who were dissatisfied were permitted to withdraw their securities upon payment of 
their pro-rated share of the committee expenses. Provision was usually made that 

- Dewine, op. cit. supra note I, at I104. 

14 For a more detailed description of deposit agreements and related problems, see Cravath, The Reor- 


ganization of Corporations in SomE LeGAL PHases OF CORPORATE FINANCING, REORGANIZATION AND REGULA- 
TION (1917) 153, 162 ef seq. 
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failure of a depositor to withdraw his securities within a stipulated period constituted 
an acceptance of the proposed plan. 


Foreclosure and Sale of the Property and Consummation of the Plan 

After the dominating protective committees had decided that their plan had the 
support necessary to make a reorganization possible, a decree of foreclosure of the 
debtor’s property was sought. In connection with the foreclosure proceedings a hear- 
ing was held in which the court set a price known as the upset price below which it 
would not permit the property to be sold. This price was set in order to prevent 
creditors and stockholders supporting the reorganization plan from acquiring the 
property at an unconscionably low figure. This was a frank recognition of the fact 
that in most cases involving large railroad properties the latter group was the only 
possible purchaser.’® 

At the sale on foreclosure the property was bid in by representatives of creditors 
and stockholders of the old company, known as the purchase committee, and there- 
after it was transferred to a new corporation which had been formed to take it over. 
After 1920 it was necessary for the new company to receive the Interstate Commerce 
Commission’s approval of the securities it proposed to issue.1® Securities in the new 
company were then delivered to those participating in the reorganization plan on the 
basis therein provided. Those refusing to acquiesce in the reorganization plan were 
paid in cash their pro rata share, if any, of the price for which the property was sold 


on foreclosure. 

The transfer of the railroad properties to the new company terminated the reor- 
ganization proceedings for most practical purposes, and if no doctrines of reorganiza- 
tion law had been violated, the new company took the property of the old, free of 
all the latter’s debts which were junior to the foreclosed mortgages. The reorganized 
company started its life subject only to the undisturbed mortgages of the old com- 
pany and to the obligations which it assumed under the reorganization plan. 


The Doctrine of Northern Pacific Railway v. Boyd 

The Boyd'" case established, or at least made clear, an important limitation on 
the rights of stockholders to participate in reorganizations. Prior to this case, it had 
been assumed that if mortgaged railroad property was foreclosed and sold for less 
than the amount of the mortgage, purchasing bondholders were privileged to deal 
with the acquired property as they saw fit. This notion, however, received a rude 
jolt in the Boyd case. In this case the Northern Pacific Railroad had been reor- 
ganized through the foreclosure and sale of its property to the Northern Pacific Rail- 


*° The advantage in favor of those supporting the plan having overwhelming support is easily per- 
ceived. If a corner lot, having a $5,000 mortgage thereon, is sold on foreclosure for $3,000 and is bid 
in by the mortgagee, the latter is entitled to credit the amount of the debt on the price which he paid 
for the property. Hence, he merely has to put up enough money in such circumstances to pay the expenses 
of foreclosure sale. Similarly a purchase committee representing 95% of the bondholders are entitled to 
a credit of 95% of the sale price of the property which they are purchasing. The holders of the remain- 
ing 5% of the securities would have only a 5% credit. This large differential can usually be counted 
upon to prevent the minorities from effectively bidding at foreclosure sales. 

36 41 StaT. 494 (1920). 17 228 U. S. 482 (1913). 
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way Company. The bondholders’ reorganization plan provided that stockholders of 
the old company might obtain an interest in the new by making a specified cash 
payment. No provision was made for participation in the plan for general unsecured 
creditors of the old company. Ten years after the reorganization had been completed, 
Boyd, an unsecured and unpaid creditor of the old company, brought suit against 
the reorganized company. He asserted that since no provision had been made for 
his claim, the transfer of the assets of the old company was fraudulent, and that 
consequently the transferee company was liable for the debt of its predecessor. The 
claim of Boyd was sustained, and a decree was entered making his claim a lien on 
the property of the reorganized company. The’ rationale of the decision was that 
bondholders, who might have purchased the property for themselves alone, could 
not permit stockholders to obtain an interest in the new company pursuant to an 
arrangement made before the sale, without also giving every creditor of the old the 
privilege of participating in the reorganization on a fair and equitable basis. The 
Boyd decision was variously described as the demon incarnate and as a perpetual 
spectre across the path of corporate reorganization. A profound fear existed that the 
Supreme Court’s requirement of a fair and equitable plan of reorganization was 
such a vague and uncertain guide that those creditors who had not become parties 
to the reorganization would be able to contest the fairness of the reorganization 
many years after it had been consummated and to hold the new company liable for 
the debts of its predecessor where the judgment returned was that the reorganization 
plan was unfair as to them. Such a possibility was obviously a serious threat to the 
efficacy of the reorganization process, as the estimate of the fairness of the plan years 
after the event would all too likely be influenced by hindsight rather than foresight. 

Steps were immediately taken, however, to plug the reorganization hole which 
had been revealed by the Boyd case.'® The expedient adopted was to have the fair- 
ness of the reorganization plan litigated in the foreclosure proceedings. This was 
done by inserting in the decree of foreclosure a provision that the sale would not be 
confirmed by the court unless, after hearing, it was satisfied that a fair and timely 
offer of participation had been made to all creditors of the old company. Provision 
was also made for notifying creditors of the terms of the decree, of the filing of the 
reorganization plan, and of the hearing to be held thereon. The result of the new 
procedure was that all creditors of the old company, whether or not they were parties 
to the reorganization proceedings, became bound by the terms of the plan upon 
confirmation of the sale of the properties. In the words of one writer, the doctrine of 
the Boyd case became reasonably domesticated. 


Criticism of the Equity Reorganization Process 


Dissatisfaction with various aspects of the equity reorganization scheme mounted 
with the years. The cumulative effect of a wasteful system of ancillary proceedings, 
the necessity for the essentially ritualistic sale on foreclosure of the insolvent’s 


18 See Swaine, Reorganization of Corporations: Certain Developments of the Last Decade in Some LEGAL 
Pxases oF CorPORATE FINANCING, REORGANIZATION AND REGULATION (1931) 133, 142 ef seq. 
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property, the fees exacted by the numerous protective committees, reorganization 
managers, mortgage trustees, receivers, and their counsel, contributed to make reor- 
ganization costs exorbitant, if not scandalous.’® Reorganizations were dominated 
all too frequently by investment banking interests who, through their influence 
over protective committees, were enabled to shape reorganization plans to their own 
ends.2° Protective committees, assuming to represent various classes of security- 
holders, often had interests which conflicted with those of their depositors.2* Too 
frequently reorganizations were financially unsound.?? Fixed charges often were 
not adequately reduced,?* and it was not uncommon for a reorganized company to 
emerge from reorganization with a larger total capitalization than that of its pred- 
ecessor.24 Nor did the authority of the ICC over the issuance of securities result in 
material improvement of the financial structures of the reorganized companies. The 
Commission’s control was brought to bear so late in the proceedings that it usually 
gave its reluctant approval to unsound capital structures in order to avoid the costs 
of prolonged receivership.2®> Reorganization plans, too, were frequently unfair. The 
judges were too busy carefully to examine the plans proposed,?® and they, like the 
ICC, were brought into the proceedings at the very end of the process, at a time 
when they were reluctant to upset the result of years of labor. 

The rumblings of discontent over the equity system reached a climax in the last 
days of the Hoover regime, when a dangerously large number of railroads were 
either already in receivership or on the verge. Congress then enacted under its 
federal bankruptcy power a comprehensive system of statutory reorganization for the 
railroads of the country. 

Tue Statutory SCHEME 


Institution of Proceedings and Control of the Properties 

The new reorganization statute, known as Section 77 of the Bankruptcy Act,?7 
provided that interstate railroads which were insolvent or unable to meet their debts 
as they matured, might be reorganized in the federal bankruptcy courts.?® The 
rehabilitation proceedings could be instituted through filing a petition requesting 
reorganization in a federal bankruptcy court by the carrier itself, or, where approval 
of the ICC was first obtained, by creditors having 5% of its total outstanding in- 
debtedness (§77a). On approval of the petition the debtor might be left in possession 
of its property, or one or more trustees might be appointed to take over its operation 


*° See testimony of Commissioner Joseph B. Eastman, Hearings before Committee on the Judiciary on 


H. R. 6429, 74th Cong., 1st Sess. (1935) 14. 

20 REPORT TO SECURITIES AND EXCHANGE COMMISSION ON THE STUDY AND INVESTIGATION OF THE 
Work, AcrTIvITIES, PERSONNEL AND FUNCTIONS OF PROTECTIVE AND REORGANIZATION COMMITTEES (1937) 
863 et seq. 

#1 REPORT TO SECURITIES AND EXCHANGE COMMISSION, supra note 20, at 863 et seq. 

®2 MouLTON ef al., THE AMERICAN TRANSPORTATION PROBLEM (1933) 321. 

#8 3A SHARFMAN, THE INTERSTATE COMMERCE COMMISSION (1935) 584. 

24 DEWING, op. cit. supra note I, at 1159. 

25 Mouton ef al., op. cit. supra note 22, at 350, 356. 

2° Frank, Some Realistic Reflections on Some Aspects of Corporate Reorganization (1933) 19 VA. L. 
Rev. 541, 565. *" 47 Stat. 1474 (1933). 

*° The statute did not abolish the equity receivership. See §77k. 
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(§77c). The provision allowing the debtor to continue in possession where no trus- 
tee was appointed was an innovation in reorganization practice. It was based on the 
theory that financial misfortunes occasioning reorganization may be due neither to 
inefficiency nor to culpability of the debtor’s management, and that in such circum- 
stances the properties should be left in the hands of those familiar with its operation. 
Where trustees were appointed, however, they were to be selected from a panel of 
standing trustees, designated in advance by the ICC (§77c). 

Once the initiatory proceedings received the court’s blessing,?® the debtor or 
trustees, as the case might be, were vested with title to the property and authority to 
operate the business, subject, however, to the control of the judge and of the ICC, 
as provided in the Interstate Commerce Act (§77c). The reorganization court was 
likewise vested with exclusive jurisdiction over all of the property of the debtor, even 
though portions might lie in other judicial districts (§77a), thereby eliminating the 
necessity for expensive and relatively inefficient ancillary proceedings characteristic 
of the equity reorganization process. Appropriate provisions also operated to stay 
creditor actions affecting the debtor’s property (§77l). Creditors and stockholders 
were required to file their claims (§77c(5)) and the judge was ordered to classify 
them for voting on the reorganization plan later to be formulated (§77c(5)). 


BACKGROUND AND TECHNIQUES OF RAILROAD REORGANIZATION 





Procedure for Formulation of Reorganization Plans 


The basic objective of the new statute was to provide machinery which would 
avoid the undue delay and inordinate costs of the equity reorganization process and 
at the same time assure the development of fair, equitable, and financially sound 
reorganization plans by means of administrative and judicial safeguards which were 
lacking or inadequate in the equity reorganization process. The ICC was required 
to hold public hearings after due notice, at which creditors or stockholders were 
entitled to be heard on proposed reorganization plans (§77c(9)) before they could 
be finally asked to accept any reorganization plan (§77d). At these hearings the 
debtor was directed to present its proposed plan, and trustees of the debtor and 
persons representing not less than 10% in amount of the claims of any class of 
creditors might likewise propose reorganization plans (§77d). Following a hearing 
on proposed plans, the Commission was directed to render a report recommending a 
plan of reorganization which might differ from any plan which had been submitted 
to it (§77d). No plan might become effective without the prior approval of the 
Commission (§77d, e, f), nor could one be approved by the Commission or the court 
unless it was equitable, did not discriminate unfairly in favor of any class of creditors 
or stockholders, was financially feasible, and in the public interest (§77d, f, g). The 
influence of the principle of equity reorganizations, that the reorganization plan shall 
be fair and equitable, is to be clearly discerned in these provisions.*° 

*° The judge was required to approve the petition if he was satisfied that it was filed in good faith 
and complied with the technical requirements of the Act. §77a. 

°° The words “fair and equitable” as used in the statute are words of art which have acquired a fixed 


meaning through judicial interpretation in the field of equity receivership reorganization. Cf. Case v. 
Los Angeles Lumber Co., 308 U. S. 106, 115 (1939). 
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Provisions Relating to Creditor and Stockholder Acceptance of Reorganization Plans 


A great practical difficulty of the equity reorganization process lay in the necessity 
of having available sufficient cash to pay reorganization expenses, provide new 
capital, and satisfy the claims of the unpredictable number of creditors who might 
refuse to participate in the reorganization. Accordingly it was felt that the reor- 
ganization process should be democratized, so that creditor and stockholder minorities 
would be bound by majority decision. Section 77 therefore provided that a plan of 
securities readjustment which was approved by the ICC, confirmed by the court, 
and accepted by a two-thirds majority in amount of any class of creditors or stock- 
holders, should become binding upon the remainder of the class (§77e, g, h). 

Congress recognized, however, that it was unlikely that the acquiescence of a 
majority of all classes of creditors and stockholders could be obtained in all situations. 
Obstructionist tactics on the part of dissenting classes, not to mention the bona fide 
dissent of investors who would feel that they were being unjustly dealt with, 
appeared inevitable. In order to prevent dissenting classes of either stockholders or 
creditors from blocking reorganization unless their demands were met—demands 
which might easily become extortionate—steam-roller provisions were included in 
the statute which made their acquiescence unnecessary in certain circumstances 
(§77e). The consent of any class or classes of creditors or stockholders was dispensed 
with where (1) a plan of reorganization provided for the payment in cash, at the 
claimant’s option, either of the value of his claim or the value of the securities 
allocated under the plan to his interest in the old company, or (2) where provision 
was made in the reorganization plan for a sale of the debtor’s property to the reor- 
ganized company at a price not less than that to be fixed by the ICC, called the 
upset price (§77g, e). Where reorganization was based on sale at an upset price, non- 
acquiescing classes of creditors and stockholders were entitled to cash payment of 
such proportion of the sale price as was allocable to their interests.?? Shareholder 
acquiescence was likewise dispensed with under the steam-roller provisions where it 
was established that their equity in the enterprise was gone (§77g, e).3* And bond- 
holder acceptance was made unnecessary where the reorganization plan provided 
for a sale of the debtor’s property subject to their liens (§77g). 


Proceedings for Confirmation and Consummation of Reorganization Plans 


A plan of reorganization which was approved by the Interstate Commerce Com- 
mission and accepted by the requisite majorities of creditors and stockholders, unless 
that consent was made unnecessary, was required to be certified to the court by the 


*1 See Swaine, Corporate Reorganization under the Federal Bankruptcy Power (1933) 19 Va. L. Rev. 
317, 326. 

* The upset-price provision, it might be noted, was borrowed from the equity reorganization process 
where it was habitually set so low as to have the effect of driving dissatisfied minorities into reorganization 
plans. Weiner, Conflicting Functions of the Upset Price in a Corporate Reorganization (1927) 27 Cot. 
L. REv. 132, 137, n. 28. 

*° Their consent could also be dispensed with where their interests were not to be adversely affected 
by the plan, or where by authorized corporate action the plan had been accepted by their company and 
they were bound by its acceptance. §77¢. 
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Commission, together with the latter’s report of the proceedings (§77f). After such 
certification, the judge held public hearings on the approved.plan, at which time he 
considered the stockholders’ and creditors’ objections, and confirmed the plan if it 
complied with the requirements of the Act (§77g). The provisions for the court 
hearings were undoubtedly introduced to minimize the chance of a successful chal- 
lenge of the statute’s validity on constitutional grounds. It is to be doubted, though, 
that the draftsmen of the Act expected that the judges would, except possibly on 
rare occasions, concern themselves with a detailed examination of reorganization 
plans theretofore approved, and perhaps formulated, by the ICC after the full 
hearings required by the Act.** 

A plan of reorganization which was confirmed by the court was-made binding 
on the debtor and on all of its creditors and stockholders (§77h). The property of 
the insolvent was thereafter transferred to the reorganized company which received 
it free from all obligations of the old enterprise, save as otherwise provided in the 
reorganization plan (77j). The costly and essentially ritualistic sale on foreclosure 
was eliminated through a provision permitting the debtor’s property to be retained 
by it or transferred to another corporation without foreclosure (§77j). 





The Protective Committee and the New Legislation 


Under the new legislation the protective committee system was shorn of a con- 
siderable amount of the power which it possessed in the equity reorganization. Court 
and administrative controls over the formulation of reorganization plans were intro- 
duced at a sufficiently early stage of the reorganization process to make their existence 
effective (§§77d, e, f). Then, too, the committee system was weakened by the ref- 
erendum set-up of the statute. The ICC was required to refer its recommended plan 
directly to stockholders and creditors (§77d).°° If securities had been deposited with 
a protective committee before the Commission’s recommended plan was announced, 
the committee apparently was permitted to vote on deposited securities only in the 
event it was authorized to do so by a new authority executed after promulgation of 
the plan (§77e).2* This provision, in the opinion of the writer, was introduced to 
prevent voting power from falling into the hands of protective committees through 
sheer inertia on the part of depositors, and because it was undoubtedly thought that 
the prestige of plans recommended by the ICC would be sufficient to influence in- 
vestors to accept them even though they should be opposed by such committees. 
The new legislation, however, made no attempt to regulate the protective committee 
system with respect to possible unfair solicitation practices, the use of one-sided 
deposit agreements, and its failure to provide disinterested depositor representation.*" 


%4'This view is supported by the fact that court consideration of the plan was not brought to bear 
until after there had been a submission to creditor and stock interests. §77d, f. 

85It might also, if it saw fit, submit any other plan which had been filed in the proceedings. §77d. 

8° For a contrary point of view, see Rogers and Groom, Reorganization of Railroad Corporations under 
Section 77 of the Bankruptcy Act (1933) 33 Cov. L. Rev. 571, 610. 

87 The Securities Act of 1933 (48 Strat. 74) applied to certificates of deposit issued by protective com- 
mittees. It did not, though, attempt to regulate the terms of such agreements or the personnel of the 
committees. Committees were, however, compelled to disclose important information, such as their past 
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Miscellaneous Provisions 

Limitations of space prevent more than a brief reference to some miscellaneous 
provisions for reorganization control which were introduced by the new legislation. 
Expenses to be paid from the estate of the debtor, including compensation to trustees 
and their counsel, to reorganization committees, managers, and other creditor and 
stockholder representatives, were required to be fixed by the court within maximum 
limits prescribed by the ICC (§77c(8)). It was thought that these limitations did 
not prevent protective committees from making private arrangements with their 
depositors concerning their remuneration and expenses.** Claims for personal injury 
to employees were made preferred claims, outranking even first mortgages (§77s). 
Judges and trustees were prohibited from recognizing “yellow dog” contracts (§77p), 
from promoting company unions (§77p) or, with certain restrictions, from changing 
employees’ wages or working conditions (§770). 


THe AMENDMENTS OF 1935 


General Scheme of the Amended Act 

The experience with Section 77 indicated the desirability of further reorganization 
_reform and in 1935 the Federal Coordinator of Transportation recommended a com- 
prehensive revision of the Act. In the same year, after extensive hearings, Congress 
enacted the proposed legislation in general accordance with the Coordinator’s recom- 
mendations. 

Although the original Act was overhauled from stem to stern—scarcely a sentence 
of the original Act remaining unchanged—its underlying conception was retained. 
Proceedings under the new Act may be instituted by a carrier in the same way and 
are subject to the same conditions (§77a). Creditors, however, may now institute 
proceedings without the prior approval of the ICC (§77a).8° The appointment of 
trustees for the debtor is required under the amended Act (§77c),*° the trustees 
to be selected, not from a panel as before, but by the judges subject to the approval 
of the Commission.*! The Commission retains its key position with respect to the 
formulation of and veto over reorganization plans (§77d) and control over reor- 
ganization expenses (§77c(12)). In order to expedite reorganizations where that is 
desirable, the debtor is directed to present a proposed reorganization plan within six 
months after the approval of the reorganization petition (§77d).*” Permission to file 
affiliations, the circumstances surrounding their organization, etc. See SEC, Form D-1. They could, 
however, obtain an exemption under the Securities Act, §3(a)(2), by obtaining court approval of the terms 
of their deposit agreement in advance of solicitation. Under the Securities Exchange Act of 1934 (48 
Srat. 881) committees were required to file a listing application in conformance with that Act, if their 
certificates of deposit were to be listed on a national security exchange. 

58 Rogers and Groom, supra note 36, at 587. 

®° This change was made because the original Act provided no standard for determining the circum- 
stances in which such approval should be given or withheld. 

*° An exception was made with respect to small carriers whose annual operating revenues were less 
than $1,000,000 a year. 

*2 One reason for this change was the difficulty experienced by the Commission located in Washington 


in selecting for the panel suitable persons living in other parts of the country. 
“? This period may be extended, for cause shown, for intervals not exceeding six months each. §77d. 
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proposed plans is extended to stockholders having not less than 10% of any class of 
stock, and to other interested parties who obtain the consent of the Commission 
(§77d). The order of procedure for reference on reorganization plans is greatly 
improved.** The amended Act provides that a proposed reorganization plan shall 
be certified to the court after approval by the Commission and before it is submitted 
to creditors and stockholders (§77d). If court approval is withheld, the plan may be 
merely returned to the Commission for further consideration (§77e). Under the 
original scheme a costly and time-consuming submission to creditors and stockholders 
would have been rendered useless where the court refused to approve the submitted 
plan. 

The amended Act retains the provisions for majority creditor and stockholder 
control of reorganization (§77e). Continued also, although amended in certain re- 
spects, are the steam-roller provisions permitting the effectuation of reorganizations 
over the objections of non-acquiescing classes of creditors and stockholders (§77e). 
The changes made in this connection, together with the new so-called “cram-down” 
provisions of the amended Act, will be discussed later. And, as under the original 
Act, the reorganized company obtains the properties of the debtor free from all old 
debts save as otherwise provided in the confirmed reorganization plan (§77f). 


Defects in the Valuation and Upset Price Provisions of the Original Statute 


The steam-roller provisions of the original statute, which were designed to permit 
reorganization over the objections of dissenting classes of creditors or stockholders, 
were key provisions of the legislation (§77e). Unless they possessed a high degree of 
practicability, the new reorganization technique was likely to be ineffective in an 
important number of instances, because reorganization plans proposed thereunder 
probably would not be acceptable to all classes of creditors and stockholders. Under 
one of the steam-roller provisions the consent of classes was dispensed with where 
the reorganization plan provided for a sale of the debtor’s property at not less than a 
fair upset price (§77g). This provision was thought to be defective and of little 
practical utility. Both courts and scholars were in wide disagreement concerning the 
proper basis for determining the upset price.** The chaotic condition of the law and 
the uncertainty concerning the principles applicable to upset-price determination 
were regarded as making it unsound to rely on the upset-price technique as a prin- 
cipal means of implementing reorganization. The jumbled state of the law, too, was 
all too likely to encourage costly and undesirable obstructive litigation. 

The other important provision dispensing with investor acquiescence was based 
on the payment in cash of the value, if any, of the interest of dissenting classes. Share- 
holder consent was made unnecessary both where the company was found to be 
insolvent (§77e), i.c., where the value of its assets was less than the aggregate of its 
debts, and where the reorganization plan provided for appraisal of their interests 

“8 For procedure under original statute, see pp. 385-387, supra. 


“* Bonbright and Bergerman, Two Rival Theories of Priority Rights of Security Holders in a Corporate 
Reorganization (1928) 28 Cor. L. Rev. 127. 
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and for cash payment of the value thereof (§77g). The latter provisions also applied 
to dissenting classes of corporate creditors (§77g). These provisions for eliminating 
creditor and stockholder acquiescence were regarded as unsatisfactory because it 
was feared that, in the absence of applicable legislation, principles of valuation as 
applied in rate-making proceedings might be invoked.*® The difficulties inherent in 
the valuation of great railroad properties on the basis of rate-making principles, 
together with the enormous costs and intolerable delays accompanying their applica- 
tion, would have made a dead letter of the appraisal provisions. With the upset-price 
provisions impracticable and the appraisal provisions ineffective, the likelihood 
seemed great that the Act would fail as an effective reorganization vehicle. Accord- 
ingly a highly important innovation was included in the amended legislation. The 
method of approach was to make the appraisal provisions workable. This was done 
through incorporation of a comprehensive formula specifying the basis upon which 
valuations were to be made. In the formula the emphasis was shifted from the fac- 
tors giving rise to the difficulties in rate-making valuations to the ultimate economic 
basis of all industrial plant valuation—the earning power of the properties (§77e). 


The “Cram-Down” Provisions of the 1935 Amendments 


Under the amended Act a plan of securities readjustment may become binding 
on dissenting classes of creditors or stockholders, even though they are offered no 
alternative of cash payment for their interests in the old company (§77e). These 
so-called “cram-down” provisions may be invoked, however, only where the court 
finds, after hearing, that the reorganization plan makes adequate provision for the 
dissenters’ interests and that their rejection of the approved scheme of securities 
readjustment is not reasonably justified. It was expected that these provisions would 
be used only in extraordinary situations. They were added because it was thought 
that particular reorganizations might be seriously impeded or prevented through 
inability to raise the amount of cash which would otherwise be necessary. While 
these provisions provoked charges of unconstitutionality,*® they were defended on 
the seemingly sound basis that the accomplishment of fair and sound reorganizations, 
which are required both in the public and private interest, would be rendered difficult 
if not impossible if cash payment to dissenting classes were an invariable require- 
ment.*? 


Amendments Pertaining to Classification of Creditors and Stockholders 


As originally enacted, Section 77 was thought to be defective in that it elevated 
dissenting groups to a position of undeserved strength. It required a division of 
creditors and stockholders into separate classes according to the nature of their re- 
spective interests (§77c(5)). This provision was interpreted by the courts in such a 


“In the Hearings before the Committee on Judiciary on H. R. 6249, 74th Cong., 1st Sess. (1935) 152, 
215 ef seq., 291 et seq., the equity interest vigorously advanced this point of view. 

“° Friendly, Amendment of the Railroad Reorganization Act (1936) 36 Cox. L. Rev. 27, 32. 

‘"For a more elaborate argument supporting the constitutionality of these provisions, see Craven and 
Fuller, The 1935 Amendments of the Railroad Bankruptcy Act (1936) 49 Harv. L. Rev. 1254. 
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way as to encourage proliferation of classes, which naturally resulted in an undue 
strengthening of minority groups.*® The opportunities of such groups for quick and 
aggressive opposition were greater where individual classes consisted of a single or 
perhaps a few creditors, than would have been true if they had been submerged in 
the membership of a large class. The amended statute was designed to discourage 
such over-classification. 


The Protective Committee and the Amended Act 


The amended Act envisaged an increase in the influence of the protective com- 
mittee system. Under its terms proposed plans of reorganization may be submitted 
directly to protective committees as representatives for security depositors-(§77e, p). 
The relaxing of the stringency of the old Act in this respect, however, was more 
than compensated for by the introduction of new and highly important provisions 
subjecting such committees to strict regulation (§77p). It was made unlawful for 
any person to solicit proxies or authority to represent creditor or stockholder interests 
in connection with pending reorganization proceedings without first obtaining the 
approval of the ICC. In passing on applications under this section, the Commission 
considers, among other things, such relevant matters as the manner of proposed 
solicitation, the rate of compensation to be charged by the applicant, his business 
connections and other committee interests which might be inconsistent with dis- 
interested representation, and the terms of the proxy authorization or deposit agree- 
ment under which the applicant proposes to act.*® 


Miscellaneous Provisions under the Amended Act 


A number of particularly important miscellaneous changes in the original Act 
should be mentioned in passing. Section 77 was interpreted by the Supreme Court 
as requiring prompt reorganization, even though conditions were such that a slow 
tempo might be in the better interests of all concerned.®® Accordingly the statute 
was amended to ease the requirement of prompt reorganization and to permit court 
retention of the proceedings so long as there was not an undue delay (§77g). 

The provision permitting the allowance of compensation (§77c(8)) to protective 
committees and reorganization managers out of the debtor’s estate was eliminated. 
Under the amended Act such committees might obtain from the estate of the debtor 
only their actual and reasonable expense, including reasonable attorney’s fees 
(§77c(12)).51 Other amendments permit mortgage trustees to file claims on behalf 
of bondholders who have failed to act in their own behalf (§77c(7)). The original 
Act required the compilation from the records of the debtor of a list of all its 

“In the pending Missouri Pacific case, the stock and creditor interests were originally classified into 
972 different groups. 


*° See Fennell, Protective Committees and Deposit Agreements in Railroad Reorganization (1939) 49 
Yate L. J. 224, 230 et seq.; Fennell, The Protection of Security-Holders’ Interests under Section 77, 
infra p. 477 et seq. 

°° Continental Illinois National Bank & Trust Co. v. Chicago Pacific Railway, 294 U. S. 648 (1935). 

51 The wisdom of this change is not clear, but, at the time the bill was enacted, Congressional disap- 
proval of committee charges was too great to permit an objective approach to the problem. 
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creditors and stockholders and this list was open to inspection by designated parties 
in interest (§77c(9)). The utility of this provision was limited by the fact that bond- 
holder lists were likely to be in the hands of persons other than the debtor, such as 
the paying agents under the debtor’s mortgages, for example. Accordingly the statute 
was amended to provide that any person having such a list should be under the duty 


to supply it (§77¢(5)). 


The railroad reorganization process, as it developed from the earliest stages, has 
been characterized by a constant endeavor on the part of courts and lawyers to adjust, 
adapt and evolve legal machinery which would adequately cope with the enormously 
difficult problems of the insolvent carrier. The progress which was made was slow 
and halting for many years, for shaping antiquated legal machinery to meet the new 
needs was a formidable task. Had legislative aid been forthcoming at the outset, 
the problem would have been greatly simplified. When it did come, though after 
many years, a long step was made toward the goal of sound, fair and reasonably 
inexpensive railroad reorganizations. Experience with the statute, however, revealed 
important deficiencies. This was hardly a surprise, as perfection in new legislation 
concerned with such complex problems was hardly to be expected. Extensive amend- 
ments attacking these deficiencies constituted a further stride toward the reorganiza- 
tion goal. Now that the barricade of legislative indifference has been shattered, it 
is to be hoped that such shortcomings as may have been revealed in the existing 
legislation will receive the prompt Congressional attention required by the importance 
to the country of a sound system of railroad transportation. 

















PROGRESS AND DELAY IN RAILROAD 
REORGANIZATIONS SINCE 1933* 


Fiorence pE Haas Demsitzt 


“The delay and expense incident to railroad receiverships and foreclosure sales consti- 
tuted, probably, the chief reasons which induced the passage of §77; and to permit the 
perpetuation of either of these evils under this new legislation would be subversive of the 
spirit in which it was conceived and adopted. Not only are those who institute the pro- 
ceeding and those who carry it forward bound to exercise the highest degree of diligence, 
but it is the duty of the court and of the Interstate Commerce Committee to see that they 
do. Proceedings of this character, involving public and private interests of such magnitude, 
should, so far as practicable, be given the right of way both by the court and by the 
commission, to the end that they may be speedily determined.”? 


Despite these famous words of the Supreme Court of the United States written in 
1935 of a remedial statute which became a law on March 3, 1933,” railroad reorganiza- 
tion both under Section 77 and in equity proceedings continues to be characterized 
primarily by delay.’ 

Although Section 77 became a law on March 3, 1933, not one Class I railroad has 
been completely reorganized to date thereunder, despite the fact that 21 Class I 
railroads or railroad systems (totaling 28 Class I railroads)* have filed petitions under 


* The period covered in this article extends from March 3, 1933 to June 1, 1940. 

+ A.B., 1931, Smith College; LL.B., 1934, Columbia University. Member of the New York Bar; 
practitioner before Interstate Commerce Commission. Attorney on the staff of the Reconstruction Finance 
Corporation since 1935 and for the last three years a member of its Railroad Division. 

All information contained in this article is available to the general public, primarily at the Interstate 
Commerce Commission and at the courts of record. Any opinions expressed herein are solely those of the 
writer and not to be taken as those of the Reconstruction Finance Corporation. 

* Continental Illinois Nat. Bk. & Tr. Co. v. Chicago, R. I. & P. Ry., 294 U. S. 648, 685 (1935). 

* Bankruptcy Act, §77, 47 Star. 1474 (1933), as amended, 11 U. S. C. §205. 

* In order to present a picture of the attempt to reorganize, tables have been prepared entitled: Tadle I, 
Progress and Procedure in Section 77 Reorganizations, and Table Il, Steam Railroads in Receivership, 
showing railroads which have been in these types of reorganization since the enactment of §77 and the 
progress made toward such reorganization. This study omits electric railroads in receivership, though 
including them in §77 proceedings, because the 25 electric railways affected are, as a group, unimportant, 
operating in 1938 or when last operated a total of 1858 miles. For further details, see annual publication, 
I. C. C. Bureau oF Statistics, SELECTED FINANCIAL AND OPERATING STATISTICS FROM ANNUAL REPORTS 
or Erecrric Raitways. Because of these tables formal reference throughout is not generally necessary. 
The court title of railroad reorganization cases under §77 is “In the Matter of XYZ Railroad Company, 
Debtor.” In receivership reorganizations the case names will be found in Table II. 

“Class I railroads are those having annual operating revenues above $1,000,000. In 1938 they had 
98.60% of total operating revenues of Class I, II and III roads. I. C. C., Sratisrics oF RAILWAYS IN THE 
Unrrep States, 1938, p. S-2. 
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Section 77. In total, 35 steam railroads or railroad systems,® and 5 electric railroads 
have filed petitions thereunder. Four Class II railroads* and one electric railroad™ 
have been reorganized under the Act, and three small roads* have been abandoned 
—a process for which Section 77 was of no particular utility.°. To put it another way, 
465 miles of road operated have been reorganized under Section 77; 62,641 miles of 
road operated?® still remain in the hands of the trustees. 

Thus barely recited, the accomplishment under the statute would appear meager. 
Progress, however, has been made, not only towards the effectuation of plans in 
some of the pending cases,11 but, even more important, toward the solution of funda- 
mental differences which have arisen in the interpretation of the statute. 

As shown by various writers on the subject, Section 77 was a hybrid statute, 
representing various compromises between conflicting views.'* The large amount 
of mileage still involved in Section 77 proceedings and amendments to the Act now 
pending,!® make it important? to consider to what extent such delays are ascribable 


° Railroad statistics expressed in number of roads are always difficult as they depend on how broadly 
one defines a system. (The I. C. C. generally counts as a separate item those with separate Docket 
Numbers.) : 

°Class II railroads are those having annual operating revenues of above $100,000, but not over 
$1,000,000. I. C. C. op. cit. supra note 4 at S-2. The four were the Copper Range, Louisiana & N. W., 
Reader, and Savannah & Atlanta. 7 Chicago, South Shore & South Bend. 

® East St. Louis, Columbia & Waterloo (electric); Middleburg & Schoharie; and Minarets & Western. 

° The two which had formal abandonment proceedings were even given new docket numbers for 


these proceedings. 
10 Mileage statistics throughout are I. C. C.’s most recent figures, generally Dec. 31, 1938, but occasion- 


ally Dec. 31, 1939. 

The Chicago & E. I., the Chicago G. W. and the Spokane International (all Class I roads) have 
each had plans approved by their respective courts and votes thereupon taken by the various classes of 
creditors and stockholders. As to the date when the C. & E. I. reorganization may be expected to be 
actually finished, however, see the “Report regarding progress of reorganization and probable date of 
completion,” filed with the court on May 9, 1940, estimating (Par. XV) that “after complete agreement 
has been reached in respect to provisions of . . . [the documents] . . . it will require not less than 90 days 
to conclude the steps up to the transfer of the trust estate to the New Company and the issue by the New 
Company of its securities.” 

12 See Craven and Fuller, 1935 Amendments to the Railroad Bankruptcy Law (1936) 49 Harv. L. Rev. 
1254; Friendly, Amendment of the Railroad Reorganization Act (1936) 36 Cor. L. Rev. 27; Shields, 
Procedural Delays in Recent Amendments to the Railroad Bankruptcy Act (1936) 21 Sr. Louts L. Rev. 
317; Wehle, Railroad Reorganization under §77 of the Bankruptcy Act; New Legislation Suggested (1934) 
44 Yare L. J. 197; Amendments to Railroad Reorganization Act (1935) 3 U. or Cm. L. Rev. 63. 

** There were pending at the beginning of the 3d Session of the 76th Congress, or introduced during 
it, the following bills which would directly affect railroad reorganization under §77. 


Subject Status 

S. 1660 Reorganization of I. C. C.; affect I. C. C. To Sen. Com. on Interstate Commerce. 
procedure. 

S. 1869 R. R. Reorganization; create R. R. Re- Passed by Senate; Hearings in H. R. 
organization Court; amends §77. Com. on Judiciary. 

S. 2009 General Transportation Bill; affect Passed by Senate. Amended and passed 
I. C. C. procedure. by House. Conferees app’d, July 7, ’39. 

S. 2569 Priority of Claims; amends §77. To Sen. Com. on Judiciary. 

H.R. 2531 General Transportation Bill; creates R. To H. R. Com. on Interstate & Foreign 
R. Reorganization Ct.; amends §77. Commerce. 

H.R. 4862 General Transportation Bill; creates R. To H. R. Com. on Interstate and For- 


R. Reorganization Ct.; amends §77. 


eign Commerce. 
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to the Act’s failure to express clearly its controlling intent, as well as to its structural 
peculiarities. 

In the main, controversy as to the meaning of the Act has revolved about two 
major issues. The first of these—whether plans of reorganization effectuated under 
Section 77 must meet the requirements of the rule in the Boyd case—would appear 
to have been definitely determined by the Interstate Commerce Commission and in 
the district courts so far as plans have been passed upon though it has not yet come 
before the Supreme Court.1®° The second—to what extent in the formulation of plans 
the Commission and the courts are compelled by the statute to disregard the wishes 
of security holders—continues in dispute. Uncertainties as to how these major issues 
would eventually be settled have been important factors making for delay. But an 
even more important factor, at least until comparatively recently, has been the un- 
readiness of the parties to reorganize. The result has been proceedings which con- 
tinue on their weary way without visible conclusion. 

The vastness of the property investment which, meanwhile, is being administered 
by the courts,’* shows the extent of the recourse to Section 77 and the importance of 
this subject not merely to the financial community but as a ponderable in our present 
economic dilemma. 

In view of this lack of progress under Section 77, it is not surprising to ascertain 
that since March 3, 1933, out of 58 steam railroads that have been in equity receiver- 
ship,’* only two® transferred to Section 77, although it is reported others are con- 
sidering such change.’® During this period, out of 13 Class I roads under equity 
receivership, only one has been reorganized?°—and two other reorganizations” are 
nearing completion. Thus broadly speaking the accomplishments under Section 77 
and under equity receivership are about even and leave little to boast about with 


H.R. 6369 R. R. Reorganization; supersedes H. R. To H. R. Com. on Judiciary. 
5182; creates R. R. Reorganization 
Court; amends §77. 


H.R. 8962 Preferred claims; amends §77. To H. R. Com. on Judiciary. 
H.R. 9447 R. R. Reorganizations; amends §77. H. R. Com. on Jud. (substitute for 
S. 1869). 


** The matter is of particular interest in view of the recent direction by the Judicial Conference of the 
Senior Federal Circuit Court Judges to the Director of the Administrative Office of the United States Courts, 
to circulate a questionnaire to all Bankruptcy Courts on the Administration of the Bankruptcy Act. The 
results of this investigation may produce or suggest amendments. N. Y. Times, Feb. 1,°1940, p. 31. The 
Director’s office reports that the answers have been turned over to the Attorney General's Committee on 
Bankruptcy Administration. 

18 This issue is discussed infra p. 411. 

*©On Dec. 31, 1938, 71 steam railways (excluding switching and terminal companies), operating 
61,590 miles of road, with an investment in road and equipment of $4,'756,359,191, were in the hands 
of trustees under §77. I. C. C. Bureau of Statistics, Statement No. 3945, Nov. 1939, p. 6. 

27 See Table Il, infra p. 419. 

*® St. Louis-San Francisco and Savannah & Atlanta. The Arkansas Vy. Interurban and the Kansas 
City, Kaw Valley & Western, both electric railroads, also transferred from receivership to §77. 

*°Tt would not be surprising if by the time this article actually is published the Seaboard and the 
Florida East Coast should transfer to §77; see p. 406, infra. 

*° Missouri & North Arkansas, but see note 87, infra 

*1 Norfolk Southern and Mobile & Ohio. 
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respect to either. Equity receiverships are, however, a less important problem, ac- 
counting for only 15,297 steam-operated and 535 electric-operated mileage at present. 
The situation is serious when one appreciates that between Section 77 trusteeships 
and receiverships 77,925 miles, or 30.64% of the total operated mileage, are in the 
hands of the courts. 

Partly because of this delay in both types of reorganization, at the end of the 
second session of the 76th Congress the Railroad Readjustment Act was passed?? 
providing a fait accompli method of reorganization for roads which have not been in 
Section 77 or equity receivership for 10 years,?* which file petitions by July 31, 1940,?4 
and which appear to be in only temporary financial embarrassment so that a kind of 
moratorium or “adjustment,” rather than a thoroughgoing reorganization, may be 
appropriate. In the year it has been available six railroads*® have attempted to use 
its provisions. Further consideration of the progress of these six reorganizations is 
omitted here as they are discussed elsewhere in this issue.?°* 

The extraordinary lack of progress in railroad reorganization in the last seven 
years makes it particularly desirable to view the attempts to reorganize at closer hand. 


Recourse To SECTION 77 AS A METHOD OF REORGANIZATION 


1. The Debtor's Plan 

As soon as the court approves the petition as properly filed, and a copy is sent to 
the Interstate Commerce Commission, and the trustees have been appointed by the 
court and approved by the Commission,”® the next business on hand is the filing of 
a plan of reorganization by the debtor. Despite the statutory admonition that the 
debtor shall file a plan within six months,?" the 25 debtors who have filed plans have 
taken an average of 14 months from the petition’s approval. In four cases the trustees 
have fulfilled the debtor’s duty by filing plans, but apparently with reluctance, as the 
average time taken is 27 months. In eight cases where the six-months period has 
elapsed no plan has been filed by debtor or his trustee. In the six of these eight cases 
that were started after the enactment of the six months rule, the average duration 
of these proceedings (to May 31, 1940) has been 23 months. Thus, the debtor, or the 
trustee in its stead, has filed plans in an average of about 114 years—and in six other 
cases has already delayed for an average of about two years—not a very impressive 
record as to the efficacy of statutory admonitions. 

However, if the filing of a debtor’s plan meant real progress and reorganization 
were close at hand, the periods would not seem so long. Concededly writing a good 
reorganization plan is not an easy job. But three fifths of all the debtors subsequently 


*? Pub. L. No. 242, 76th Cong., 3d. Sess., approved by President July 28, 1939. 

*8 Ch. XV, §710. **Ch. XV, §755. 

° Baltimore & Ohio; Chicago, Memphis & Gulf; Lehigh Valley; Montana, Wyoming & Southern; 
Peoria & Eastern; and Wichita Falls & Southern. 

#58 See Will, The Voluntary Adjustment of Railroad Obligations, infra. 

*° This follows rapidly in most cases. 

*7 §77(d). This subsection, limiting the debtor’s time to six months, “unless such time is extended by 
the judge . . . for cause shown” was not enacted until August 27, 1935 (49 SraT. 911); prior to then the 
Act provided ‘‘debtor shall present a plan” (47 Stat. 1474). 
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became so aware of the inadequacies of their plans as to file amendments thereto. 
And in three fifths of all the proceedings in which debtor filed.a plan, other parties 
have been sufficiently convinced of the inadequacies of debtor’s plan to file plans of 
their own. Furthermore even casual inspection reveals that many of debtor’s plans 
were merely technical fulfillment of its statutory duty.?® 

Judging on the basis of the Commission’s own language in its final reports, the 
debtor’s plan as modified by the Commission has been the basis of its final report in 
six out of 25 cases, viz., Chicago & Eastern Illinois,® Chicago, South Shore & South 
Bend,®° Copper Range,** Kansas City, Kaw Valley & Western,®* Louisiana & North 
West,®® and Reader.®* Some of these “modifications” have been important—the most 
characteristic being the substitution of preferred stock for bonds. : 

A basic reason why the statutory admonition directing the debtor to file a plan has 
not been more effective in providing useful plans, is the number of debtors who as 
stockholders*® have an equity which is valueless and therefore can have no interest 
in the reorganized company. In 12°* of the 18 reorganizations which have so far 
reached final report, the Commission has found the common stock valueless. In such 
cases the debtor, attempting to allocate to its stockholders some interest in the reor- 
ganized company, might well be expected to have written a plan at variance with 
practical reorganization. However, both the Debtor’s plan in the Kansas City, Kaw 
Valley & Western and Debtor’s Amended, Plan of January 1, 1939 in the New Haven 
actually provided that the stockholders be given nothing. Findings that the common 
stock is without value—made, incidentally, in the final report for every Class I road 
except the Erie—have not been made by Commission with any pleasure. It has 
expressed itself as “deeply sympathetic” with an attempt to find some method 
whereby the present stockholders might receive a continuing interest.5* 

The Commission has the power to reject, without holding hearings, a plan found 
by it to be “prima facie impracticable,”** but it has used this power only once.®® In 

®8 See especially the original Debtor’s plan filed in the Chicago & N. W. R. R. Reorganization, which 
was based on market value and even failed to apply that odd test with any degree of logic. 

9° 530 I. C. C. 199, 234 (1938) (Debtor’s modified plan of Feb. 15, 1937, written in agreement with 
other parties). 

89 212 I. C. C. 547, 568 (1936). 81 212 I. C. C. 479, 489 (1936). 

82 521 I. C. C. 15, 24 (1937). 3 924 I. C. C. 58, 81 (1937). 

84521 I. C. C. 190, 197-198 (1937). The Commission also based its report on plan adopted by the 
Debtor in the Savannah & Atlanta Ry. Reorg., 224 I. C. C. 197, 218 (1937). 

®5In the Missouri Pacific a distinction has been attempted between Debtors and Stockholders—but 
there can be no question that most Debtors’ plans including that of the Missouri Pacific—have been drawn 
by the representatives of the old stockholders with their interest in mind. 

°° Chicago & E. I. Ry. Reorg., 230 I. C. C. 199, 233 (1938); Chicago & N. W. Ry. Reorg., 236 id. 575, 
637 (1939); Chicago, G. W. R. R. Reorg., 228 id. 585, 626 (1938); Chicago, M., St. P. & P. R. R. Reorg. 
(Feb. 2, 1940) mimeo. rep. at 148; Denver & R. G. R. R. Reorg., 233 I. C. C. 515, 580 (1939); Kansas 
City, K. V. & W. 221 id. 15, 24 (1937); Missouri P. R. R. Reorg., 239 id. 7, 132 (1940); New York, 
N. H. & H.R. R. Reorg. (March 22, 1940) mimeo. rep. at 132; Oregon P. & E. Ry. Reorg., 233 I. C. C. 
187, 194 (1939); Savannah & A. R. R. Reorg., 224 id. 197, 215 (1937); Spokane Intern’l Ry. Reorg., 228 
id. 387, 403 (1938); Western P. R. R. Reorg., 230 id. 61, 101 (1938). 

®* Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 637-638 (1939). °° §77(d). 


*° Chicago, R. I. & P. Ry. Reorg., 212 I. C. C. 89 (1935), finding plan to consolidate Rock Island, 
Louis-San Francisco, and Chicago & E. I. impracticable. 


St. 


cr 
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two other cases, however, the Commission has found itself able to eliminate hearings, 
once by refusing to reopen records to allow the filing of a new plan,*° and once by 
denying leave to file a plan.*? 

The Commission four times has entered reports both refusing either to adopt the 
plans before it or to write one of its own, but without prejudice to the continuation 
of the proceedings.*? In a fifth reorganization an examiner’s proposed report recom- 
mending refusal to adopt a plan apparently was accepted as sufficiently adequate by 
all parties, for plans were subsequently amended, further hearings held and a second 
examiner’s report recommending a plan eventually issued.*® 

In none of these decisions did the Commission recommend dismissal of the pro- 
ceedings. In two proceedings—the Arkansas Valley Interurban and the Chicago, 
Indianapolis & Louisville reorganizations—the Commission’s reports make it clear 
that it sees little possibility of financial reorganization under any plan;** and in the 
New York, Ontario & Western it sees little hope under present operating condi- 
tions.*® Yet the Commission preferred to temporize—to give every opportunity for 
changing circumstances to save these roads. The Arkansas Valley has now been 
sold;*® the C. I. & L. and the N. Y. O. & W. are still awaiting decision as to reor- 
ganization, sale or abandonment. 


2. Procedure on Plan before the Commission 


A debtor’s or some other plan being presented, there then begins—typically, some 
months later—the holding of hearings before the Interstate Commerce Commission 
on the plan or plans. The period covered by the hearings themselves has varied from 
one day for the entire hearing*’ to five years and eight months between the opening 
and closing day.*® It is safe to say, on the basis of the records of the five one-day cases, 
that no one-day hearing ever covered the presentation of a plan for a complex road or 
in a contested case. In the complex and protracted cases, the characteristic experience 
appears to have been that the first hearing adjourned, after the introduction of the 
evidence then at hand, to allow preparation of further factual material and possibly 
to permit preparation for cross examination, rebuttal testimony, etc., not covered at 
the hearing. On subsequent hearings the gradual production of segregation studies, 
earnings formulas, and most particularly the bringing up to date of the earnings 


*° Chicago & N. W. Ry. Reorg., 230 I. C. C. 548 (1939). 

*. St. Louis-S. F. Ry. Reorg., order, July 20, 1937, finding proponent of plan was not such a party in 
interest as could file a plan as a matter of right. 

“? Arkansas Vy. Interurban Ry. Reorg., 224 I. C. C. 120 (1937); St. Louis-S. F. Ry. Reorg., 233 id. 
335 (1939); Chicago, I. & L. Ry. Reorg., 221 id. 199 (1939); New York, O. & W. Ry. Reorg., I. C. C., 
May 14, 1940. 

“® New York, N. H. & H. R. R. Reorg., Fin. Doc. No. 10992, Proposed Report of June 13, 1938, 
recommends refusal to adopt any plan; that of Nov. 17, 1939 recommends a plan. 

“* Arkansas Vy. Interurban Ry. Reorg., 224 I. C. C. 120, 125-126 (1937); Chicago, I. & L. Ry. Reorg., 
233 I. C. C. 335, 348-349 (1939). 

“© New York, O. & W. Ry. Reorg. (May 14, 1940), mimeo. rep. at p. 5. 

*° Sale approved by I. C. C., March 26, 1940, under §4 proceedings. 

“7 Chicago S. S. & S. B.; Copper Range; Kansas City, K. V. & W.; Oregon, P. & E.; and Reader. 

“® St. Louis-San Francisco Ry. 
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statements of the debtor, proved the necessity of amendment to the plans to reconcile 
them with the developing record of facts. Further adjournments, further amend- 
ments, have followed. | 

After the hearings on the plans and the filing or waiver of briefs, it becomes the 
Commission’s duty to file a proposed report. At least, this proposed report procedure 
has been followed in all but one case which reached this stage.*® It has taken an 
average of seven months from the hearing’s closing until the filing of the examiner’s 
proposed report. This includes the period in which the briefs are filed, but pre- 
sumably the examiner is already at work assembling the descriptive material with 
which the Commission customarily begins its Finance Division reports. In four of 
the large reorganizations the examiner has taken a year or more to hand down his 
proposed report.5° 

In almost every case in which an examiner’s proposed report has been rendered, 
exceptions have been filed, and argument before Division 4 or the Commission was 
held in all but five cases which reached this stage. 


3. The Commission’s Report 


Out of the 17 proposed report cases on which the Commission has passed, it has 
in its own language “differed” in its conclusions from those of its examiners in 
five,°! “differed somewhat” in its conclusions from those of its examiners in eight,5* 
and has not discussed the examiner’s report in four. 

Of the 18 cases in which the Commission has issued a final report, petitions 
have been filed for modification in 11 and the time for filing has not run in one 
more. Thus an attempt to secure modification of the Commission’s final report may 
be described as a characteristic part of the procedure. These petitions have been 
granted at least in seven cases;5* denied in two cases;°* and two petitions are not 
yet decided.5> The Commission has actually modified ten of its 18 final reports 
(twice because of court disapproval,®® seven times on petitions," and once on its 


*° Reader R. R. Reorg., in which the Commission issued its Final Report after hearings. 

5° Chicago & N. W.; Chicago R. I. & P.; Denver & R. G. W., and Missouri Pacific. Reasons for this 
delay are discussed infra, p. 414. 

52 Akron, C. & Y. R. R. Reorg., 228 I. C. C. 645 (1938); Chicago & N. W. Ry. Reorg., 236 id. 575 
(1939); Denver & R. G. W. R. R. Reorg., 233 id. 515 (1939) Spokane Intern’l Ry. Reorg., 228 id. 387 
(1938); Chicago, M., St. P. & P. R. R. Reorg. (Feb. 2, 1940) mimeo. rep. at 1. 

52 Or “differed in certain particulars” or “in some respects”: Chicago G. W. R. R. Reorg., 228 I. C. C. 
585 (1938); Chicago S. S. & S. B. R. R. Reorg., 212 id., 547 (1936); Louisiana & N. W. Ry. Reorg., 224 
id. 58 (1937); Missouri P. R. R. Reorg., 239 id. 8 (1940); Oregon P. & E. R. R. Reorg., 233 id. 187 
(1939); Savannah & A. R. R. Reorg., 224 id. 197 (1937); Western P. R.\R. Reorg., 230 id. 61 (1938); 
Erie R. R. Reorg. (April 6, 1940) mimeo. rep. at 1. 

58 Chicago & E. I.; Chicago & N. W.; Chicago S. S. & S. B.; Denver & R. G. W.; Missouri Pacific; 
Spokane Intern’l; and Western Pacific. 

54 Chicago G. W.; Louisiana & N. W. (Petition for modification of Western Pacific Amended Report 
denied.) 

55 Chicago, M., St. P. & P.; New York, N. H. & H. 

5° Kansas City, K. V. & W.; Louisiana & N. W. 

°7 Chicago & E. I.; Chicago & N. W.; Chicago S. S. & S. B.; Denver & R. G. W.; Missouri Pacific; 
Spokane Intern’l; and Western Pacific. Actually the C. & E. I. report was amended three times, but two 
were minor. 
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own motion®*), Time is not yet run for either filing or deciding petitions in three 
additional cases.5® 

In this wise, in the 18 cases reaching final reports, a shade under four years has 
elapsed for the average time between the filing of the original petition and the 
rendering of the final report as amended (to date). It must be appreciated that 
there is a normal tendency for the difficult cases to linger; for instance, no final report 
has yet been handed down in the Rock Island or the Frisco reorganizations, both 1933 
petitions. On the other hand there is the definite increase in tempo in Commission 
work. Thus this four year average for its part in a Section 77 reorganization is 
probably a fair figure. 


4. The Court's Approval of the Plan 

Having now run the gamut of the Commission, the plan of reorganization must 
clear the hurdle of the court’s approval. So far, ten reorganization plans have been 
approved by the courts.®° Inspection of these ten reveals that as a group they are not 
what might be termed strongly contested cases. And yet one—the Louisiana & North 
West—was first sent back to the Commission with an order disapproving; and in one 
—the Akron, Canton & Youngstown—appeal has been taken from the order of the 
court approving the plan.*? 

The statute demands® that in approving a plan the court find that: 
(1) It complies with the provisions of subsection (b) of this section, is fair and equitable, 
affords due recognition to the rights of each class of creditors and stockholders, does not 
discriminate unfairly in favor of any class of creditors or stockholders, and will conform 
to the requirements of the law of the land regarding the participation of the various classes 
of creditors and stockholders. 
as well as certain findings regarding expenses and fees.6* In most cases the court 
appears to have been able to draw these conclusions after opportunity to file objections 
and a one-day hearing.** In two cases the judge has utilized the statutory provisions 
to omit the hearing if no objections are filed.®* These brief records basing the broad 
finding required by the statute can only be explained by a conjunction of lightly 
contested cases and judges relying upon the Commission’s judgment. It seems only 
reasonable that any judge sitting in a railroad proceeding would give great weight 
to the words of the Interstate Commerce Commission. But the real test of the judicial 
functioning will come only in a hotly contested case involving a complicated plan. 


58 Chicago Great Western. 

5° Erie (time not yet run for filing); Chicago, M., St. P. & P., and New York, N. H. & H. (petition not 
decided). 

®° Akron, C. & Y.; Chicago & E. I.; Chicago G. W.; Chicago S. S. & S. B.; Copper Range; Louisiana 
& N. W.; Oregon P. & E.; Reader; Savannah & Atlanta; and Spokane Intern’l. 

°* Two appeals taken: one by Railroad Credit Corporation, Akron, C. & Y. Ry., debtor, Railroad Credit 
Corp. v. Hagenbuch and Stewart, Trustees, No. 8524 (C. C. A. 6th), the other by Stroud & Co., repre- 
senting a group of bondholders. 

** §77(e). °° bid. 

°* Two hearing days scheduled only in the Chicago & E. I. R. R. where the court was awaiting a 
technical correction of the Commission to the plan. 

*5 Chicago, S. S. & S. B., and Oregon P. & E., relying on §77(e). In the Akron, C. & Y., objections 
were heard before a special master. 
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5. Voting on the Plan 


Of the ten reorganization plans which have been approved-by the courts, eight 
have been accepted by vote of the security holders and confirmed by the courts. A 
ninth has just been rejected by the vote of two out of nine classes®® and the tenth is 
awaiting the counting of the votes.®* 

The statute only requires the consent of two thirds of those voting in each class.®* 
This makes the court’s classification important and explains the strategic value of 
being classified as a single class.°° The number of classes voting (excluding classes 
not given a vote because of the Commission’s findings that their interests either are 
valueless or are not affected)*° has varied from one—in the Oregon Pacific & Eastern 
—to nine—in the Akron, Canton & Youngstown." An average of 92% of those 
voting (by principal amount of bonds, amount of claim, or number of shares of 
stock) have voted in favor of the plan as certified to them by the I. C. C.72 However, 
92% of those voting represent, on the average, only 71%%7* of those eligible to vote. 
Of the 29 classes voting in these nine reorganizations there were seven classes in 
which less than 60% voted.7* These seven included the three classes of securities 
most widely held by the investing public: Chicago Great Western first 4’s ($35,544,000 
principal amount outstanding, of which 43.69% voted), Chicago Great Western 
preferred stock (460,735 shares outstanding, of which 53.46% voted), and Chicago & 
Eastern Illinois general 5’s ($30,709,036 principal amount outstanding, of which 
58.07% voted). In each of these three classes, however, more than 99% of the votes 
cast favored the plan. 

In the case of an appeal from the court order approving the plan, the statute is 
not determinative as to whether the Commission should delay the voting, but ap- 
parently leaves this to its discretion.**> In the Akron, Canton & Youngstown case, 
some months after the court’s order approving the plan*® and while the appeal was 
pending, the Commission ordered™ and, despite the petition of debtor,”® conducted 

°° Akron, C. & Y. The Railroad Credit Corporation, a secured noteholder classified as Class A-4, and 
the common stock (held by a holding company) each voted 100% against the plan. I. C. C. Certificate, 
May 16, 1940, Fin. Doc. 9923. °7 Spokane International. ®8 §77(e) 3d par. 

°° In the Missouri Pacific, the notes held by J. P. Morgan & Co., the R. C. C. and the R. F. C. were 
classified together as a single class. J. P. Morgan & Co. appealed this to the Supreme Court (cert. den., 
J. P. Morgan & Co. v. Missouri P. R. R., 299 U. S. 604 (1936)) for the very practical reason that the 
R. F. C. could outvote Morgan & Co. and control the vote of the class. 7 §77(e) 2d par. 

™ The large reorganizations will have many more classes—e.g., the Rock Island has been classified in 
27 classes. Ct. Order No. 37, Ct. Rec. p. 379 as modified. 

"2 The I. C. C. in certifying the results of voting, has shown for each class the percentage of favorable 
votes to total valid votes, and the figure shown here is an average of those percentages. 

78 Calculated by finding the percentage for each class and averaging these percentages. 

74 An extreme example has occurred in the Akron, C. & Y. voting where Class A-5 (two Cleveland 
banks holding $436,387.24 principal and interest of unsecured notes) failed to vote on the plan. Pre- 
sumably, if there is no revote the court’s finding will have to be the same as if they had objected. The 
statute contemplates acceptance or rejection, but not failure to vote. §77(e) 3d par. 

*5 §77(e): “If the judge shall approve the plan, he shall file an opinion . . . and shall send a certified 
copy ... to the Commission. The plan shall then be submitted by the Commission. . . . 

*° Court opinion approving plan, Sept. 28, 1939; court order, Sept. 30, 1939. 


"TT. C. C. order, Feb. 2, 1940; notice of submission, Feb. 24, 1940. 
*8 Petition of Debtor filed, March 19, 1940; denied by I. C. C., March 28, 1940. 








402 Law anp CoNTEMPORARY PROBLEMS 


the voting. This decision of the Commission to conduct the voting can only have 
been motivated by its present desire to avoid delay, or the accusation of having caused 
delay. Whether it will have succeeded will depend on the outcome of the case on 
appeal and whether some party succeeds in using the vote’s timing as a reason for a 
revote. 

Regardless of the outcome of the Railroad Credit Corporation’s appeal in the 
Akron case, it may be that the vote of the stockholders against the plan will be the 
first to force a judge to consider the exercise of his powers under the Act which 
permit him to overrule the adverse vote of a class.’ How far the judge should or 
will go under this power is a matter which the next few years will show. 


6. Finishing the Reorganization 

After the vote on the plan and confirmation of the plan by the court®® the statute 
demands:*? order of the Commission authorizing the issue of new securities; their 
issue; actual transfer of operations to the reorganized company; and discharge of the 
trustee. The order of confirmation operates like the discharge in ordinary bank- 
ruptcy.®? All these details take time and represent a good deal of work in a compli- 
cated reorganization—especially the drafting of new mortgage indentures. 

As pointed out earlier,®* four Class II railroads and one electric have been com- 
pletely reorganized under Section §77. ‘The average time from the approval of the 
petition to the discharge of the trustee by the court®* has been 44 months, or 3% 
years. That the average period will be longer than this is seen from statistics already 
quoted,®° or from the fact that for all the railroads filing petitions the period from 
the date of filing to February 1, 1940 (or to earlier termination) averaged 49 months, 
or a little over four years. When one remembers that in this average period only eight 
proceedings have been terminated, and that this average includes three proceedings 
started since October 15, 1939,°° it is clear that the eventual average time of Section 
77 proceedings will be a good deal more than four years. 


Recourse To REcEIvVERsHIP as A METHOD OF REORGANIZATION 
There is nothing new in railroads going into receivership. Reorganization has 
been characteristic of American railroad history. From 1933 through June 1940, 
however, out of 13 Class I railroads in receivership, only one has been purportedly 
reorganized®? and two others have apparently neared completion of their reorganiza- 
sian OO 
tions. 


*° §77(¢) 3d par. *° §77(e) 3d par. 

81 §77(f). 82 Ibid. 88 Supra p. 394. 

** Usually this is the final act of the court and follows the beginning of operations by the reorganized 
company by an appreciable interval. 55 See pp. 396, 398, 399. 


®° Central R. R. of N. J.; Fort Dodge, D. M. & S.; and Boston Term. Co. 

®? The Missouri & North Arkansas. Quaere whether one can justly term a sale a “reorganization” 
when the Commission, in approving, said: ‘The facts of record do not indicate affirmatively that the 
property can be operated at a profit. . . . If the party or parties who have purchased the property are 
willing to undertake its operation, we think under the circumstances they should be permitted to do so.” 
207 I. C. C. 641, 643 (1935). ®8 Norfolk Southern and Mobile & Ohio. 
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A total of 58 railroad systems have been in receivership during this period. As of 
their last classification when operating, these systems comprised.64 roads: 13 Class I, 
23 Class II, 19 Class III, 3 “Circular,” 1 “Unofficial” and 5 leased lines.8® The total 
operated mileage of these roads (when last operating) was 21,496, about a third as 
much as the 63,106 that have been in Section 77 proceedings. This quarter of the 
railroad reorganization problem can not be disregarded when thinking in terms of 
transportation service, especially to the smaller communities, or in terms of potential 
development of our reorganization law. While the problem of railroad receivership 
affects particularly the southern part of the country, it may be seen from Table II 
that 37 of our 48 states have been served by one or more railroads in receivership in 
the 1933-1940 period. , 

There has been much talk of the concentration of the large Section 77 reorganiza- 
tions in the hands of a few members of the federal judiciary.°° The equity receiver- 
ships have been divided between the federal and state courts: 27 in federal courts, 
22 in state courts, and two have transferred from state to federal courts.®1 The 
federal district courts in 17 states and the state courts of 15 states have had primary 
jurisdiction in equity receiverships. Save for federal district courts in Georgia (which 
have had five cases but now have only two), none of these courts has had more than 
two equity reorganizations. Thus the dispersion has been wide.” 

Of the 64 roads (58 systems) in receivership, 40 were one-state railroads; 43 had 
an operated mileage of less than 100 miles when last operated. Thus, the story of 
these receiverships is a story of small roads in financial stress,®* of revenue failing 
because of competition of other means of transportation, because of sectional de- 
pression, and because many were one-industry roads—logging and oil roads, especially 
—whose industry shrank or vanished. Their waning life can be noted in the aban- 
donment of operations in branch after branch until 13 of the 58 systems have been 

8° For definitions of Classes I and II, see notes 4 and 6, supra. Class III railroads are those having 
annual operating revenues below $100,000. “Circular” roads (C) are intrastate roads and roads under 
construction for which brief circulars are filed. “Unofficial” roads (U) are those for which official returns 
were not secured. ICC, Statistics oF RatLways IN THE UNITED SraTes, 1938, pp. S-1, S-2 and 213. 

°° See, ¢.g., Ex. No. 4, p. 535, and Ex. No. 1, p. 948, in PartI, Hearing before the Special Subcommittee 
on Bankruptcy and Reorganization of the House Committee on the Judiciary on S. 1869, 76th Cong., 1st 
Sess. (1939), showing that three federal judges—James Wilkerson, J. P. Barnes and G. H. Moore—have 
over 50% of the operated mileage of railroads in reorganization in their courts. 

*? There are also seven equity receiverships whose court of primary jurisdiction has not been identified. 

°? The only feature at all comparable with Section 77 concentration is that one judge, Luther B. Way, 
has two of the Class I equity reorganizations before him—the Norfolk Southern and the Seaboard Air Line. 

°® The practical difficulties of such a situation may be appreciated from ‘the letter of the Auditor and 
Traffic Manager of the Wilmington, Brunswick & Southern of June 26, 1933 to the I. C. C. Chief Counsel, 
explaining his failure to file its annual reports: “. . . this Company was placed in the hands of a 
Receiver March 7, 1933. Prior to receivership, my office force had been reduced to the point that I had 


to take over the duties of agent at Southport as well as those usually exercised by a superintendent, master 
mechanic, auditor, claim agent and general manager. Since receivership, I have had to still further reduce 
my force both in number and salary. 

“By working at night and on Sunday, I managed to get up the 1931 figures and to file report about 
two weeks ago. . . . The Receiver is not in a position to employ extra help. As an earnest of this, he 
has been able to date to pay me only sixty-one dollars of my May, salary.” (I. C. C. Stat. Doc., Wilming- 
ton,’B. & S. R. R.). 
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entirely abandoned and two are now operated as private roads. Classifying them for 
tabular purposes was difficult because as they shrank their class characteristically 
changed.®* 

Of the 13 Class I roads in receivership, the Frisco emerged by going into Section 
77 proceedings; the Missouri & North Arkansas by a reorganization sale of whose 
possibilities the I. C. C. was very dubious;®* and the Norfolk Southern and Mobile 
& Ohio are apparently about to be actually reorganized. The Pittsburgh, Shawmut & 
Northern has been in receivership proceedings since 1905 so that that status would 
appear normal and, presumably, preferable. That leaves eight Class I roads— 
Central of Georgia, Florida East Coast, Georgia & Florida, Minneapolis & St. Louis, 
Rutland, Seaboard Air Line, Wabash, and Ann Arbor—struggling with receivership 
procedure, not to mention the smaller roads. 

Solely to aid in following the history of railroad reorganizations under classic 
equity procedure, the following summary of this procedure is given. A petition for 
receivership was filed in a federal or state court; the court appointed a receiver; 
ancillary jurisdiction was lodged in other federal or state courts, which might or 
might not appoint the same receiver. The receiver or receivers then, depending upon 
the terms of their appointments, had more or less control over the railroad. The 
leading creditor and equity interests, with or without the assistance of reorganization 
managers, would try to agree on the terms for the reorganization. Committees were 
formed, assents solicited, and deposits obtained before the plan was presented to the 
court. Characteristically, plans were presented to the court only when go to 95% of 
the security holders had approved. Meanwhile, foreclosure decree was obtained, 
hearing on the upset price and hearing to fix date of sale and actual sale took place. 
Then the subject of the plan and its fairness first came before the court on the motion 
to confirm the sale. Clearly, the court was faced with a fait accompli.®® 

Since 1920 the Transportation Act®’ has required equity receiverships (and, sub- 
sequently, Section 77 and Chapter XV proceedings) to go before the I. C. C. for 
approval of the issue of new securities. The same respect for a fait accompli which 
caused judges to hesitate to go too far into a plan (whose real fairness was probably 
quite difficult for the court to appraise) also swayed the Commission in limiting its 
consideration under Section 20a proceedings (though no one can doubt the Commis- 
sion stood in a better position than the court to appraise the workings of the plan 
before it). One can sympathize with the Commission’s dilemma in interpreting in 
favor of a narrow construction of Section 20a when it had no power to enforce its 
own plan and disliked further delaying reorganizations, but the results are still to be 
deprecated. The leading Commission decision on this problem is that approving 


°* E.g., Fort Smith & Western which was a Class I road in 1934; a Class II road in 1937; and un- 


classified by 1938. °5 See note 87. 
°° See Additional Report of the Committee on Interstate Commerce pursuant to S. Res. 71, 76th Cong., 


ist Sess. (1939) Rep. No. 25, Pt. 6, pp. 1-25. ®T 49 U.S. C. §20A2. 
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acquisition of capital and issue of securities in the Chicago, Milwaukee & St. Paul 
reorganization in 1928 in which Commissioner Eastman vigorously dissented.°® 

Even the court records of the receivership frequently shed little light on its the- 
oretical objective, viz., reorganization. Thus, the reports of the Receiver of the Cen- 
tral of Georgia made to the court from 1933-1938, inclusive, as well as the regular 
printed court record of the case, never once mentioned methods, possibilities, of, or 
hearings on, let alone a plan for, reorganization. On the other hand, the Minneapolis 
& St. Louis receivership (started in 1923) has been productive of many different plans 
of reorganization varying from dismembering it among the adjacent carriers of the 
Middle West to reorganizing it as one or as two corporations. : 

The fait accompli procedure has been subject to modifications of late due (1) to 
the growing tendency of the courts to assume responsibility for the production of 
the reorganization plan,®® especially in the face of inaction by the parties, and (2) to 
the tendency of the parties to seek the aura of Interstate Commerce Commission 
approval. 

Thus, in the Seaboard Air Line reorganization, a special master was appointed 
this past year—being nine years after the original date of the receivership—to develop 
a reorganization plan.1°° The order in the Seaboard not merely provides for very 
free intervention following the lead of Section 77,1°1 but directs the master to bring 
in a finding almost in the phraseology of Section 77.1? 

Meanwhile, the very interests who used to arrange plans by dickering behind 
closed doors have been finding difficulty in gaining the consent of security holders 
and have been encountering a ready mood of the public to analyze and criticize. 
Therefore, it is becoming the policy of those guiding the large equity receiverships 
to seek I. C. C. approval at every step—whether or not required by the law—and to 
urge the Commission to broaden its powers in rendering at least advisory opinions 
to the courts well in advance of the reorganization plan being a fait accompli. ‘Thus, 
in the Norfolk Southern, the 20a application, made before foreclosure, indicated 
clearly that the plan was not final and that the court and parties would appreciate 
suggestions of the Commission.!°* In the Wabash reorganization counsel not merely 
made their 20a applications this early but also expected to file applications with the 
I. C. C. under 49 U. S. C. §1, paragraphs 18-20 (certificate of public convenience and 
necessity on acquisition and operation of line); 49 U. S. C. §5 (2) (approval and 
authorization of acquisition and control of other common carriers through stock 

°8 131 I. C. C. 6733 and see Investigation of Chicago, M. & St. P. Ry., 131 id. 615 (1928). See also 
Comm’r Eastman’s dissents in Missouri-K.-T. R. R. Reorg., 76 I. C. C. 84 (1922), and Denver & R. G. W. 


R. R. Reorg., 90 I. C. C. 141 (1924). 
°° See, e.g., Order of Judge L. B. Way, Oct. 2, 1939, Seaboard A. L. Ry. Reorg., Ct. Rec. pp. 15355, 
15358-59. 
30° Seaboard A. L. Ry. Reorg., original date of rec’ship, Dec. 23, 1930; order app’ting Special Master, 
Oct. 27, 1939, Ct. Rec. pp. 15429-15436. 202 §49(c) (13). 
3°? Order of Judge L. B. Way, Oct. 21, 1939, Seaboard A. L. Ry. Reorg., Ct. Rec. pp. 15429, 15433-34- 
Compare with §77(e). 
308 Additional Report, supra note 96, Pt. 6, p. 8. 
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purchase); 15 U. S. C. §606(g) (3) (I. C. C. approval of compromise settlement of 
R. F. C. loans whether in Section 77 or equity reorganization); and 11 U. S. C. 
§205(b) (authority to solicit deposits).1°* In resorting to all these sections, the re- 
ceivers, their counsel and the protective committee all hoped, in March, 1938, that: 


the Commission will proceed as broadly in connection with our plan of reorganization as it 
would proceed if the matter were under §77, and although they may not have jurisdiction 
in a strictly legal sense to approve the plan as such, their report on the matter, in the nature 
of an advisory report to the court, will be very helpful.1°5 


Thus we see that the simpler procedure of equity reorganization as compared 
with Section 77 has not assisted the larger and more complicated equity reorganiza- 
tions in achieving results. Basically the delays of both have been caused not by pro- 
cedure but by the unwillingness of the parties to reorganize. The difference in 
appearance lies in the fact that in Section 77 proceedings, while accomplishing little, 
the parties go through complicated procedural maneuvering building up large 
records, whereas in receiverships they usually do nothing, as far as the record is 
concerned. The existence of Section 77 has also contributed to delay in equity pro- 
ceedings because the potentiality of junior interests transferring proceedings from 
equity to Section 77, if faced with an unfriendly foreclosure sale, has had to be 
reckoned with. 

In the hands of an active judge and Commission, Section 77 has definite advan- 
tages. First, lacking any plan, or lacking a satisfactory plan, the Commission can 
write its own. Second, reluctant minority interests can be forced to stay in. These 
handicaps of receiverships are illustrated in the Wabash reorganization where on 
August 14, 1937 the Receivers filed a plan of reorganization which in January 24, 
1938 they requested to be withdrawn because of disagreement among creditors. On 
September 7, 1939 and October 15, 1939 the Wabash had hearings scheduled before 
the I. C. C. on approval of issue of securities, but again requested adjournment. 
Obviously they could not obtain agreement. The Special Master sitting in the Sea- 
board requested that plans be filed on or before February 1, 1940; but apparently 
none was filed and the hearing was postponed first to May 21 and then to June 25, 
1940. Meanwhile on April 16, 1940, the representatives of the underlying bond- 
holders and of the equipment trusts informed the judge that they were preparing a 
petition for transfer of the reorganization to a Section 77 proceeding.!°* It will not 
be surprising if several of the receiverships transfer to Section 77 as the only practical 
method of reorganization.1°" If in the past decade the entire community financially 


104 Td. at 6, 7. Any reorganization in the same circumstances would have to make all those applica- 
tions, whether or not petitioners were hoping for the same results. 

75 Testimony of N. S. Brown, General Counsel, Wabash Ry., id. at 9, or Hearings, Pt. XXII, p. 9735; 
and ‘see, generally, pp. 9731-9741. The plan in question, however, subsequently fell through. 


106 yy Moopy’s Rartroaps, 907 (April 20, 1940). 
107 Mr. R. T. Swaine testifying, with special reference to the Seaboard, before the Interstate Commerce 


Committee on Dec. 13, 1937, Rep. No. 25, Pt. 6, p. 16, or Hearings, Pt. XVII, pp. 7240-7241. 
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interested in the railroads has been unable to view the situation realistically, minorities 
will probably still be found in that condition. 


Factors DeLayiInc REORGANIZATION 


While there are many different factors which have actually been responsible for 
the delay in particular reorganizations, there are certain characteristics common to 
all reorganizations, and typical in producing delay. These are: a reluctance to face 
the economic situation of the railroads realistically; the idea that railroads cannot 
reorganize in times of low earnings; an uncertainty as to some legal questions and a 
litigious attitude as to many; and an overburdened Interstate Commerce Commission 
staff. : 


1. Reluctance to Face the Economic Situation of the Railroads Realistically 


The economic depression did not affect general railroad earnings until 1931. But 
by December of that year, even the Interstate Commerce Commission had no realiza- 
tion that the situation was anything but temporary, for it stated “When railroad 
earnings take a sharp turn upward, as in due time they will, railroad credit will also 
rise.”1°8 The Commission soon became more realistic and indeed described Sec- 
tion 77’s function in its 1933 Report as follows: “The legislation was responsive to 
the necessity of reducing the capital obligations and fixed charges of a growing 
number of railroads. . . .”1°® And it has continued in this view. 

It is therefore not surprising that others less conversant with railroad finance and 
the transportation problem took even longer to appreciate the realities. Debtors, in 
particular, had a natural if misdirected desire to believe that the fall in the level of 
railroad earnings was “temporary.” The Commission commented in its 1934 Re- 
port :1° 
During the past year no plans of reorganization have been presented formally for our con- 
sideration. . .. The proceedings have been delayed . . . by an apparent reluctance on the 
part of the Debtor corporations to present plans of reorganization. This attitude appears 
to be attributable largely to a desire to defer determination of the debtors’ maximum allow- 
able capitalization until improvement in business conditions shall afford better indication 
of future earning power. . . . The prompt presentation of plans of reorganization is the 
greatest need. 


When Congress, to facilitate railroad reorganization, placed a burden on the debtor 
of formulating a plan of reorganization, it was acting in the face of human psychol- 
ogy. A case history of the thinking and motivation behind the formulation of such 
a plan happens to be available in relation to the Chicago & North Western.’ 


2081. C. C., 457TH ANN. Rep. (1931) 115. 

10°71. C. C., 47TH ANN. REP. (1933) 22. 1207. C. C., 48TH Ann. Rep. (1934) 18. 

111 Hearings before Subcommittee of the Senate Committee on Interstate Commerce, pursuant to S. 
Res. 71, 75th Cong., rst Sess. Pt. 25. This is now available in proof. All references hereafter to “Pt. 25, 
Ex. No. NW” are to this hearing; in the case of letters, the last names of the writer and the recipient, 
respectively, are given. Also see Preliminary Report of the Senate Committee on Interstate Commerce 
pursuant to S. Res. 71, Rep. No. 25, Pt. 1. “A Problem in Railroad Reorganization—Reorganization Plans 
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By February 1935, the President of the Chicago & North Western was willing to 
admit that earnings were shaky.12? It was clear by April 1, 1935, that the road could 
not meet all its April and May interest payments. Accordingly, it requested R. F. C.’s 
indulgence on interest due in April 1935, until September, in order to be able to meet 
interest on bonds and equipment trusts due May 1, 1935.17* This was granted.1!4 
Meanwhile the road had applied to the I. C. C. for approval of a two-year extension 
of $3,807,583 note due R. F. C. on April 13, 1935. This also was granted.11> The 
hope to pay all May rst interest proved optimistic, and it was announced that interest 
on the convertibles (with a 60-day grace period) would be skipped, but that interest 
on the other bonded debt and equipment trust would be paid.11¢ 

With the same thinking which had led the St. Louis-San Francisco to propose its 
“Readjustment Managers Plan” in 1932 and which the Baltimore & Ohio was more 
successful in transmitting into action in 1939-1940, the Chicago & North Western 
approached various parties’? on the subject of a moratorium plan.14* Reconstruc- 
tion Finance Corporation agreed to extend its loans for five years if the plan were 
effective.14® On June 5, 1935 a meeting was held with representatives of the various 
insurance companies and savings banks concerned, at which the company proposed 
a general moratorium plan.1*° A second meeting was held on June 13 and a sub- 
committee of the group met June 18, 1935.72 As the plan developed, a petition 
under Section 77 became part of its machinery. The President of the road appreciated 
the necessity of filing a petition under §77, although he was still hoping to reorganize 
under the moratorium plan,!** and five days later the Board of Directors voted to 
file a petition under Section 77.178 

Some creditor interests who had agreed in June 1935 to support the plan, realized 
by December ‘that a new plan was necessary.'** The Board of Directors came to 
appreciate the realistic point of view at least as far as admitting the moratorium plan 
would not work, as shown in its minutes of January 15, 1936.1°° Meanwhile, how- 
ever, the six-months rule was in effect and Debtor had no plan ready for filing. 
The institutional creditors were friendly to delay :1*° 
. .. The members expressed gratification that you [the Debtor] had come to the conclusion 
to apply for a six-month’s extension of time within which to file a plan of reorganization, 
and were unanimously of the opinion that the Group should support your prayer for such 
extension. ... 


as Causes of Recurrent Insolvencies,” dealing with plans proposed in the Missouri Pacific and Wabash 
reorganizations. 

412 Pt, 25, Ex. No. NW 335 (Sargent-Holt). 

318 1d, NW 330 (Cady-Jones). 44 Tq. NW 331 (Jones-Cady). 

445 Chicago & N. W. Ry. Reconstruction Loan, 207 I. C. C. 123 (1935). 

126 Pr, 25, Ex. No. NW 336 (Sandstedt-Mutual Savings Bk. Ass’n). 

47 Id, NW 337 (Field-Sargent); 338 (Field-Stedman); 339 (Sargent-Field); 341 (Cady-Jones). 

438 Id. NW 350 (Memo. May 28, 1935). 11° 17. NW 342 (Jones-Sargent). 

120 1d. NW 343. 121 Id. NW 344, 345. 

*22 Id. NW 347 (Sargent-Jones): “It may be necessary to file under Section 77 pending consummation 
of the Plan, but if so I believe that a plan can be agreed to and submitted within a short period of time.” 

128 Id, NW 348 (Res. June 27, 1935). 12477, NW 350 (Jones-Neu). 

725 Td, NW 351 (recording Finance Committee resolution withdrawing plan). 

726 Tq, NW 360 (Walker, Chmn. Gen. Group-Sargent). 
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This attitude was not at all unique to the C. & N. W.17 or to Section 77 reorganiza- 
tions *°* though some of the C. & N. W. creditors were bothered about Debtor’s 
unrealistic attitude :1*° 


If the C. & N. W. wishes the institutional holders to aid in securing an extension of time 
in which to file a plan, and expects the aid of the holders in working out a plan and 
sponsoring it through the various stages, it would seem as though the road would have to 
be considerably more cooperative than it has been. . . . Their attitude has been one of 
trying to preserve the equity without dilution, hoping for a turn in events that would leave 
their control undiminished. If we are to aid in securing an extension of time, they must 
adopt a more realistic attitude. 


Indeed one of the factors in the delay in developing plans has been the failure of 
the institutional investors, and in particular the insurance companies, to“assume the 
responsibility consistent with their large investment of formulating a constructive 
reorganization program.'*° 

To return to the C. & N. W., extension of filing date of a plan, to June 22, 1936, 
was obtained;"*? but Debtor continued unhappy over the necessity. Even in May, 
1937, its President wrote :1? 


Personally, I think it is unfortunate that the public authorities are urging us to hasten 
reorganization. We are making better progress each year in the face of pretty heavy main- 
tenance expenditures in order to be ready for what seems to be a very handsome volume of 
business in the near future, . . . if matters are not hurried the property will return to its 
former earning capacity in the near future. If, however, we are forced to a hurried reor- 
ganization on the basis of earnings during the depression there is likely to be little equity 
left for the stockholders. We do not believe that the Commission or the Court will in 
the final analysis insist upon such procedure. 


The Debtor filed a plan on June 26, 1936, just one year after filing its petition in 
Section 77. Hearings on the plan were scheduled by the Interstate Commerce Com- 
mission for September 9, 1936. The institutional creditors were not satisfied with the 
Debtor’s plan, and were annoyed that they had not been consulted until the plan 
was ready and due for filing.’** As to the possibility of rapid progress from this 
point, the Mutual Savings Bank Group explained to its members'** that perhaps a 
month’s time would be required to prepare for cross-examination, “a reasonable 


127 “Folders of first mortgage bond issues of large systems like the North Western, Milwaukee, Rock 
Island, etc. were not desirous of forcing the situation but preferred to await hopefully further improvement 
of earnings.” Lisman, Railroad Reorganizations and Section 77 (1937) 16 Harv. Bus. Rev. 24, 36. 

728 See Order of Judge L. B. Way in Seaboard A. L. Ry. Reorg., Ct. Rec. p. 16356: “The first of these 
conferences was held by the Court at Richmond, Virginia, on July 8, 1935 . . . during which it was urged 
upon the Court by the representatives of security holders that in the light ‘of general business conditions 
and the level of earnings of the Seaboard properties the time was not propitious to initiate steps looking 
to a reorganization.” 

12° Pt. 25, Ex. No. NW 391 (Baker-Walker). 

180 See Additional Report of the Senate Committee on Interstate Commerce, pursuant to S. Res. 71, 
Rep. No. 25, Pt. 2, “A Problem in Railroad Reorganization, Role of Life Insurance Companies,” with 
particular reference to their role in the Missouri Pacific reorganization. 

**2 Order No. 63, Ct. Rec. p. 537 (hearing, not included in court record). 

182 Dt. 25, Ex. No. NW 366 (Sargent-Drennan). 

188 Td. NW 392 (Walker-Burgess). 

384 Td. NW 377 (Memo. Aug. 5, 1936). 
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time” to prepare a plan, and “until near the end of the year” to complete segregation 
and other studies. However, this group hoped to induce an early reorganization by 
pointing out’*® that the Debtor’s equity was steadily fading though the cumulation 
of deferred and defaulted interest, entitled, it was claimed, to the same treatment as 
the principal. This theory did not apparently impress the Debtor, for on April 26, 
1937, its General Counsel wrote :1°¢ 

... We do not feel that it is fair to the creditors, especially those in the lower brackets, to 


reorganize with these [political and economic] uncertainties confronting us, for if we do 
it will be necessary to entirely eliminate them from the allocation of securities in the 


reorganized company. 


On December 15, 1937 Debtor amended its plan; the next day the Insurance 
Committee and Mutual Savings Bank Group filed a plan; hearings on the plans 
before the I. C. C. were not closed until April 22, 1938; an impressive pile of briefs 
on the plans was filed in July 1938. In January 1939 the Commission declined to 
reopen the hearings to consider the consolidation of the C. & N. W. with the Mil- 
waukee and the Chicago & Eastern IIlinois;1*7 in April the Examiner issued a 
proposed report; exception reply and argument was had, and in December 19391*8 
the Commission issued a final report, modified on April 2, 1940. 


2. Low Earnings as a Cause of Delay 


It is often alleged that the slow progress of railroad reorganizations in the last 
decade was due to low earnings.1®® As shown in the preceding section, debtors are 
particularly convinced of this logic. This is a fallacy that has permeated a good deal 
of railroad reorganization thinking and indeed, because of its ready acceptance, has 
been a cause of delay. It is perfectly true that until one can reasonably estimate 
minimum earnings, no successful reorganization plan can be achieved. But it is not 
true that railroad reorganizations must await periods of improved earnings. 

In the old days, a railroad reorganization awaited improved earnings because it 
needed cash to reorganize and could get such cash only from the public, and gen- 
erally only under improved earnings could it get such cash at less than prohibitive 
terms. However, in the period since 1933 the R. F. C. has had available for any reor- 
ganization ample funds, for which it demands adequate security but which it offers 
at very reasonable terms.!*° Furthermore, because of the extraordinary injunctive 
and moratorium features of Section 77, any railroad under it is free to conserve its 
cash, pay only such bond interest as convenient, and develop its maintenance to a 


185 77, NW 380 (Bruere-Mutual Savings Bk. Group). 

18° Td, NW 385 (Cady-Jones). 

187 530 I. C. C. 548. The Commission, did not consider this proposition, at the date it was suggested, 
realistic in furthering reorganization. 

a*? 296 1. G.iC.. 575. 

189 See, e.g., Lisman, supra note 127, at 25. 

*#° “Our rate to railroads is 5%. We reduce that to 4 as long as they pay.” Testimony of Mr. Jesse 
H. Jones, Hearings before House Committee on Banking and Currency on H. R. 4011 and 4o12, 76th 
Cong., 1st Sess. (1939) 8. 
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high point.’** Thus many railroads under Section 77 actually have little need for 
cash as an essential feature in reorganization.'*? 

That a depression is a suitable time for a railroad reorganization, Commissionet 
Eastman, then Federal Co-ordinator, pointed out in remarks accompanying his report 
filed with Congress on January 20, 1934: 


Reorganizations of carriers now or hereafter in insolvency or bankruptcy should be 
effected as speedily as practicable, and in a manner which will result in a very material 
reduction in fixed charges. . . . In this connection it is significant to note that some of the 
most successful reorganizations in railroad history, notably those of the Santa Fe, the 
Union Pacific, and the Norfolk & Western, were effected in the midst of the financial de- 
pression which began in 1893, and that those whose obligations were deferred in those 
reorganizations later profited the most. ' 


The debtor and the stockholders characteristically forget that every year in reor- 
ganization means a piling up of additional unpaid fixed interest charges ahead of 
the equity—and consequently reduces its value. Actually the debtor has nothing to 
gain by putting off the evil day. For those reorganizations in Section 77, the Com- 
mission has made it very clear that it will not approve reorganization plans desig- 
nated to perpetuate nonexistent values or plans based upon possible improved earnings 
of the next year or so, but which could not survive another recession. In its Annual 
Report of November 1, 1939, the Commission said :14* 


It is true that the earnings of the carriers have increased substantially in recent months, as 
is elsewhere shown in this report. . . . It is delusive, however, to suppose that this fact will 
in itself “solve the transportation problem” or render constructive attempts to deal with it 
unnecessary. We know from past experience that the upswing in business which war 
brings is temporary and likely to be followed by an aftermath in which conditions may 
be worse than before. 


3. Legal Questions 

Section 77 proceedings have naturally been burdened with and delayed by some 
real problems of statutory interpretation. The primary question has been whether 
Section 77 was designed as a composition statute or for reorganization plans which 
should strictly follow the rule of the Boyd case.'** 

The Commission has definitely determined that the rule of the Boyd case applies 
to Section 77 reorganizations and that Section 77 is not a composition statute.*® 


141 “The properties, as such, of the railroads in bankruptcy have generally not suffered from the slow- 
ness of the reorganization process. They are in much better physical condition than they were when 
maintenance was being skimped in a desperate effort to keep out of bankruptcy, and it has also been 
possible to do more in the way of modernizing equipment.” I. C. C., 52> Ann. Rep. (1938) 10. 

**2 Note, e.g., refusal of Judge Hincks to authorize issue of equipment trust certificates by Trustees of 
the New York, N. H. & H., on the ground that counsel for Trustees must show cause why $1,250,000 of 
equipment should not be paid for out of “huge cash surplus.” N. Y. Times, Jan. 31, 1940. 

481. C. C., 53D ANN. REP. (1939) 5. 

*«¢ Northern Pacific Co. v. Boyd, 228 U. S. 482 (1913). 

*4® Following the Boyd case generally in its plans, and citing it by name as decisive in: Chicago & E. I. 
Ry. Reorg., 230 I. C. C. 199, 233 (1938); Denver & R. G. W. R. R. Reorg., 233 id. 515, 578 (1939); 
Missouri P. R. R. Reorg., 239 id. 7, 133 (1940); Spokane Intern’l Ry. Reorg., 228 id. 387, 402 (1938); 
Chicago, M., St. P. & R. R. Reorg., Feb. 12, 1940, mimeo. rep. at 148. 
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Indeed in following the Boyd case to its logical conclusion the Commission was ahead 
of the Supreme Court’s Los Angeles Lumber Products case,1*® in stating that “the 
mere fact that creditors and stockholders have agreed upon a plan is not conclusive. 
One of the requisites is that the plan must not be unfair.”1*7 So far, only a few 
scattered district courts have had occasion to pass upon the Commission’s legal view, 
but all have held it correct.’4* In the light of present tendencies—especially the 
Lumber Products case—it would seem to the writer highly probable that the applica- 
tion for the rule of the Boyd case will be sustained, if it is tested. The Western Pacific 
reorganization appears, at this writing, to be the most likely for offering such test. 

The second broad problem of the statute is the power and duty of the Commis- 
sion and courts to bind the security holders. This power is Section 77’s chief con- 
tribution to the development of reorganization law.1*® The act provides that two 
thirds of those voting in a class may bind the minority and that the court can bind 


dissenting classes. Furthermore, classes with no equity or whose interest is unaffected 


do not vote.15° 


The Akron, Canton & Youngstown reorganization may offer the first use of 
this power to disregard the vote of security holders’®’ and thus originate the first test 
case on the subject. Or, of course, the same basic question may be raised by the 
stockholders in any of the decisions in which their stock has been found value- 
less and ruled ineligible to vote at all. Looking at the broad development of the 
doctrine of the court’s responsibility for a fair plan from the days where the court 
regarded the formulation of the plan as extrajudicial,15? to the Supreme Court’s 
pronouncements of the last decade that the court must exercise judgment,!>* culminat- 
ing in the recent Los Angeles Lumber Products decision, it seems probable that 
the Supreme Court will approve the extension of the court’s power appropriate to its 
view of the court’s responsibility. 

Naturally, if a test case on either of these major questions is formally started, reor- 
ganization will be further delayed. 

In addition to these two major problems of statutory interpretation, there have, 
of course, been many minor problems. But these do not account for the quantity of 
litigation which has arisen. In the seven years since the enactment of Section 77, seven 
cases interpreting aspects of this statute have been actually passed upon by the Su- 

46 Case v. Los Angeles Lumber Products Co., 308 U. S. 106 (1939). 

447 Chicago & E. I. Ry. Reorg., 230 I. C. C. 199, 233 (1938). 

*48 In re Chicago & E. I. Ry., opinion of Judge Barnes (N. D. Ill., June 16, 1939) Ct. Rec. p. 1641; 
In re Chicago, G. W. R. R., 29 F. Supp. 149 (N. D. Ill., 1939) (per Woodward, J., discussing question at 
some length and holding that §77 is not a composition statute but without citing Boyd case by name); 
In re New York, N. H. & H. R. R., 16 F. Supp. 504 (D. Conn. 1936) (per Hincks, J., not passing on final 


plan); In re Savannah & Atlanta, Ry., opinion of Judge Barrett (S. D. Ga., Feb. 5, 1938) mimeo. at 4. 

*4° See Craven & Fuller, 1935 Amendments to the Railroad Bankruptcy Law (1936) 49 Harv. L. Rev. 
1254, 1276. 

150 §47(e). 151 See p. 401, supra. 

*82 Conley v. International Pump Co., 237 Fed. 286 (S. D. N. Y. 1915). 

258 National Surety Co. v. Coriell, 289 U. S. 426 (1933) (opinion below, Coriell v. White, 54 F. (2d) 
255 (C. C. A. 2d, 1931), is interesting, passing on more than matter brought up on appeal); First Nat. 
Bank v. Flershem, 290 U. S. 504 (1934). 
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preme Court of the United States,15* and certiorari has been denied in such cases 
eleven times.’®° None of these appeals involve a final plan of reorganization. 

As an example of what can be done in a single Section 77 reorganization by a 
group of argumentative attorneys in a highly contested case, more than fourteen 
separate controversies have arisen in the Rock Island reorganization. Three of these 
have been passed upon by the Supreme Court of the United States, and in a fourth 
the Supreme Court denied certiorari; three others have gone as far as the circuit 
court of appeals. 

To appreciate the burden of such proceedings it must be remembered that the 
normal course before appeal of a contested issue in a Section 77 reorganization often 
includes petitions and answers before the district court, reference to a special master, 
hearing before special master, briefs, decision of special master, exceptions to decision 
of special master, hearing before district judge, and decision of district judge. Then 
if the matter is appealed, there is the usual double filing of petitions for appeal both 
with district and circuit courts®® and the rest of the routine of an appeal, com- 
plicated by an unusual number of parties both plaintiff and defendant.1°* There is 
doubt whether much of this litigation need have occurred if the parties had had a 
willingness to sit around a table and effect fair compromises on conflicting liens, etc. 
The Commission has already shown that it interprets the rule of the Boyd case to 
permit it to approve such compromises if it deems them fair.1°* Surely the court has 


the same power. 


4. Overburdened Interstate Commerce Commission 


It is clear from the principal discussion of the main procedural steps which a 
Section 77 reorganization will follow before the Interstate Commerce Commission, 
that not alone does Section 77 provide a complicated procedural setup, but the 


154 Connecticut Ry. & Ltg. Co. v. Palmer, 305 U. S. 493 (1939) (New Haven); Continental Ill. Nat. Bk. 
& Tr. Co. v. Chicago, R. I. & P. Ry., 294 U. S. 648 (1935); Guaranty Tr. Co. v. Henwood, 307 U. S. 
247 (1939) (St. Louis S. W.); Lowden v. Northwestern Nat. Bank & Tr. Co., 298 U. S. 160 (1936) 
(Rock Island); Palmer v. Massachusetts, 308 U. S. 79 (1939) (New Haven, Old Colony); Palmer v. 
Palmer, 305 U. S. 578 (1939) (New Haven, Old Colony); U. S. and I. C. C. v. Lowden, 308 U. S. 225 
(1939) (Rock Island). 

155 Annett v. New York, N. H. & H.R. R., 303 U. S. 650 (1938); Bd. of Directors of St. Francis 
Levee Dist. v. Kern, 305 U. S. 647 (1938) (St. Louis-S. F.); Bd. of Directors, etc. v. Kern, 302 U. S. 750 
(1938) (St. Louis-S. F.); Henwood v. Guaranty Tr. Co. 300 U. S. 661 (1937) (St. Louis S. W.); J. P. 
Morgan & Co. v. Missouri P. R. R., 299 U. S. 604, (1936); Iowa-Des Moines Nat. Bk. & Tr. Co. v. 
Lowden, 299 U. S. 584 (1936) (Rock Island); Meyer v. Kansas City Southern Ry. 299 U. S. 607 (1936) 
(St. Louis S. W.); Northwestern Nat. Bk. & Tr. Co. v. Lowden, 299 U. S. 583 (1936) (Rock Island); 
Palmer v. Connecticut Ry. & Ltg. Co., 305 U. S. 599 (1938) (New Haven); Palmer v. Palmer, 305 U. S. 
660 (1939) (New Haven); Thompson v. Terminal Shares, 306 U. S. 652 (1939) (Missouri Pacific). 

158 Because of desire to be sure appeal is properly taken under §§24a, 24b and 25 of the Bankruptcy 
Act, 11 U. S. C. §§47a, 47b and 48. 

*°7 Tt must also be realized that while the matter is before the courts it may also be argued before the 
Commission, as §77 provides no clear definition of the proper tribunal or method of preventing such 
double consideration. 

+58 Kansas City, K. V. & W. R. R. Reorg., 236 I. C. C. 137 (1939). 
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I. C. C., in interpreting the Act, with its usual conservatism, has been extremely 
careful to provide due process and a hearing at all stages.15® 

The actual initial hearings on the plan of reorganization are held before one of 
the 11 examiners of the Bureau of Finance who sit in these cases. Sitting with the 
examiner (and actually presiding over the hearing) is usually the Senior Examiner 
or the Director of the Bureau of Finance or sometimes even a Commissioner. But 
the primary burden of writing the proposed report apparently falls on the ex- 
aminer.’®° All but one of these trial examiners are attorneys and several hold both 
legal and engineering degrees. 

As those who have participated in reorganization cases well know, no more 
complex group of cases has been presented, whether to an administrative or to a 
purely judicial tribunal. Though the Commission doubtless selected from its staff 
the examiners best prepared for this work, they, as a group, came to it with a 
background of I. C. C. railroad experience but not of sitting on complicated reor- 
ganization cases. This specialty had to be developed in the course of the reorganiza- 
tions themselves. This partially accounts for the slowness with which the cases 
moved in the early years of the statute.1®' Indeed, in 1933, and even at the time of 
the 1935 statutory revision, few appreciated that the task of the examiners and the 
Commission would be to undertake the burden of writing (and not merely approv- 
ing or correcting) reorganization plans—especially for the more complicated reor- 
ganizations. 

Attorneys who are fond of criticizing the I. C. C.’s delay in reorganization cases 
would do well to consider the fact that a Bureau of Finance composed of 11 exam- 
iners, a Senior Examiner, and a Director have attempted to consider 4o railroad 
reorganization cases as well as do the other work of their Bureau. As shown by the 
fee applications so far submitted, all counsel who participate in these reorganizations 
agree that the process is extremely time consuming. The burden on the Commission 
has been heavy. It has been so heavy that in four major cases it has taken a year or 
more from the close of the hearings to the issue of the proposed report.1®? 

The reorganization bar and its clients might well have asked Congress to give 
the Commission special funds earmarked for Section 77 cases if they really desired 
rapid progress. Instead, inspection of the Appropriation Acts for the Interstate Com- 
merce Commission for 1933-1941 and the hearings thereon show that the cost of its 
work in reorganization cases has been carried in the general Administrative Expense 
Account, which has totaled about $2,500,000 a year throughout the entire period. 
"489 See chart “Major Procedural Steps in the Reorganization of Railroads under the Bankruptcy Act,” 


Hearing before the Special Subcommittee on Bankruptcy and Reorganization of the House Committee on 
the Judiciary on S. 1869, 76th Cong., 1st Sess. (1939) Pt. 1, p. 534. 

3°° The report is usually signed by the examiner although a few have appeared as proposed reports of 
the Bureau of Finance. Commission experts in engineering and accounting, as well as his superiors in the 
Bureau, may assist the examiner. 

*°2 Only one reorganization case reached an Examiner’s Proposed Report by 1935, two cases in 1936, 
and eight in 1937. 162 See note 50, supra. 
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At no time during the hearings on the Independent Offices Appropriations Bill did 
anyone suggest adding to the general administrative fund or créating a special fund 
for the benefit of this work. 

A comparison of what the interested citizen does when he wants action may be 
found in the treatment of the Motor Carriers Act, approved August 9, 1935. The 
I. C. C. appropriation for the year ending June 30, 1936—the first year of this law— 
included a special fund of $1,035,000 for administration of this Act, increased in 1937 
to $1,700,000, and in 1938 to $2,750,000. For 1940 and 1941 the special fund has been 
about $3,600,000 a year. Members of the motor industry, as well as of the Commis- 
sion, have testified regularly in behalf of these special appropriations. Without at all 
implying that the Section 77 work might have properly utilized the type of staff or 
amount of expenditure necessary under the Motor Carriers Act, it is still indicative 
of the general state of mind that the Section 77 work of the Bureau of Finance was 
mentioned en passant for the first time before the Appropriations Committee at the 
hearing on the 1939 bill and a little more extensively on December 12, 1939 at the 
hearing on the 1941 bill.1®* It is no criticism of the Commission’s staff to suggest 
that the Section 77 cases might have been facilitated, particularly in the early years, 
by the addition of personnel, especially in the Bureau of Finance.1* 

While the basic cause of delay has been the unwillingness of the interested parties 
to face the problem realistically, it is still true that the more experienced I. C. C., 
appreciating the situation sooner than the general public, might have forced the 
pace of the reorganizations. It is perhaps only a skill which comes with years of 
experience, and a special talent; yet there are judges'®® who are well known for 
their ability to grasp the salient issues of a case and who can force the pace of a 
proceeding without infringing on due process or the stricter rules of formal court 
procedure. Indeed the new federal rules specially provide that the judge may call a 
conference with the attorneys for just this purpose,'®* though clearly a federal judge 
or an agency such as the Commission has this power without aid of rule or statute. 
There is no doubt that the Commission is expert in grasping the salient issues of a 
reorganization. Looking back over the hearings in many of the large cases, it does 
appear that the Commission, in its desire to allow all parties to be heard and in its 
refusal to “suggest the way that anybody shall try his case,”1®* has permitted the 


163 Hearings before the Subcommittee of the House Committee on Appropriations, 75th Cong., 2d 
Sess. (1938) 266, and 76th Cong., 3d Sess. (1939) 259-260. 

164 Additional personnel of six persons totaling $6,640 in annual salary—-clearly not examiners—were 
asked for the Bureau of Finance as part of the 1940 appropriation. Id., 76th Cong., 1st Sess. (1939) 266. 

165 Fg, Judge Julian W. Mack or Judge John C. Knox of the U. S. Circuit Court of Appeals. 

166 Federal Rules of Civil Procedure, Rule 16: “In any action, the Court may in its discretion direct 
the attorneys for the parties to appear before it for a conference to consider (1) The simplification of the 
. . (3) The possibilities of obtaining admissions of facts of documents which will avoid unnecessary 


issue; . 
. (6) Such other matters as may aid 


proof; (4) The limitation of the number of expert witnesses; . . 


in the disposition of the action.” 
°7 Commissioner Porter, in reply to a protest: “We have been sitting here for three days and we have 


almost got the jitters waiting for someone to come on who is going to talk about the plan and who knows 
the plan. We really are entitled to that. We were handed things on Monday afternoon or Tuesday morn- 
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production of mammoth records'®* which wasted a good deal of its own and the 
parties’ time and expense and certainly did not hasten the reorganization.1®® 

In the hearings for setting maximums on compensation and expenses,!7 the 
Commission has taken an active stand in informing the parties and insisting upon 
the presentation of what it considers an adequate record.’"! Indeed, for purposes of 
efficiency it requests (but does not order) the presentation of the exhibits in advance 
of the hearing. This type of direction regarding the basic information for the record 
might well have been applied in more of the major reorganization cases. It is not at 
all intended to suggest that the Commission should adopt strict court rules as to 
presentation of evidence—frequently themselves a factor of delay—but that it could 
insist on more precise, directed presentation by witnesses and limit counsel to the 


issues. 


ConcLusSION 


As commented, the tempo of the reorganization cases has gradually increased. 
This is shown most graphically by the fact that out of the 33 final reports or amend- 
ments thereof handed down in Section 77 reorganization cases by the Interstate Com- 
merce Commission, three were rendered in 1936, four in 1937, six in 1938, eleven in 
1939, and nine in the first five months of 1940. 

The burden of Section 77 reorganization work is now, for the first time, beginning 
to fall on the courts. The judges as a group have gained ‘some familiarity with the 
procedural technique of Section 77 and from time to time have had to consider 
operative problems of the railroads, but most have yet to consider for the first time 
the complexities of a railroad reorganization plan. The Commission found this 
educational process time consuming, especially in regard to the duties of its exam- 
iners. In the only vigorously contested case yet approved by a court, it took a 
year from the Commission’s certification of its record to the court order approving the 
plan,1*? of which the time for hearings before the special master and for his report 
occupied six months.!** Each judge will have the problem of struggling with his 
usual duties while disposing of a burdensome railroad reorganization case. Whether 
to refer the matter to a special master lies within the judge’s discretion. But few 


ing [now Friday afternoon]. We have come down here trying to understand, and we still don’t know 
the theory of this thing. We just don’t know it, and I think it is unfair to keep us in the dark any 
longer.” Chicago, R. I. & P. Ry. Reorg., Trans., pp. 3512-3513. 

168 Tn the hearing referred to in note 167 it took a plan’s proponents eight days to put it in the record— 
which was already 2958 pages long. 

16° This tendency of attorneys to produce voluminous records and of the bench to be too lenient with 
them is not, of course, unique to I. C. C. practice. It has been commented on occasion by the bar itself. 
See especially Trying Lawsuits Without Yapping (1936) 19 J. AM. Jup. Soc. 155, 156. 

#99 §77(c) (12). 

*71 See standard letter of Director Sweet, Dec. 16, 1937, “Re: Allowance of compensation and expenses 
to ail parties in Railroad Reorganization Proceedings,” circulated to all parties in interest when dates for 
fee hearings are announced. 

*78 Akron, C. & Y. R. R. Reorg., record certified, Oct. 18, 1938, order approving plan, Sept. 29, 19309. 

178 Td., report of special master, April 15, 1939. 
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masters or judges will have the opportunity to gradually build up a background from 
one railroad reorganization case to the next and thus increase the tempo of the cases 
as the Commission has done. 

Some of the judges have already shown their awareness of public criticism regard- 
ing the delay in railroad reorganization.’"* But just how fast the proceedings will 
actually move is a matter of speculation, depending as it does not merely on the 
cooperation of the judges but also on the litigious mood of the parties. 


14 F.g., Orders of Judge Barnes in Chicago & E. I. R. R. Reorg., April 24, 1940, May 1, 1940 and May 
10, 1940, Ct. Rec. pp. 1880-a, 1880-c and 1909, respectively, demanding progress reports; Order of 
Judge Barnes in Chicago & N. W. Ry. Reorg., Nov. 29, 1939, demanding progress report and suggestions 
for rapid completion. 7 
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THE RELATIVE TREATMENT OF SECURITIES 
IN RAILROAD REORGANIZATIONS 
UNDER SECTION 177 


Henry J. Frienpty* anp LyMAN M. Townpk1, Jr. 


The problems as to the recognition to be accorded the relative rights of security 
holders in pending railroad bankruptcies are the most complex that have arisen since 
the decision in the Boyd case’ focused attention on this phase of reorganization law. 
This is due not merely to the number of railroads involved,’ but to the intensity of 
their financial difficulties. 

The typical railroad reorganization of the 1914-1930 period was, by present stand- 
ards, not severe. Usually it was carried out through foreclosure of a junior mortgage 
constituting a general lien upon the bulk of the property of the carrier. Underlying 
liens, whether divisional or system in character, were commonly left undisturbed. 
The necessary reduction in fixed charges was accomplished. through the exchange of 
the bonds secured by the mortgage under foreclosure, partly or wholly, for other 
types of securities—income bonds or preferred or common stock. Then, as now, it 
was usually necessary to raise funds for rehabilitation of the property and reor- 
ganization expenses. Funds were also required for the payment of dissenters. Since 
underlying liens were normally not foreclosed, it was impracticable to raise these 
funds by the sale of bonds secured by a first mortgage. New money was obtained by 
offering to stockholders, on payment of an “assessment,” certain of the same rank of 
securities as went to satisfy creditors’ claims, as well as stock in the reorganized com- 
pany. In order to give stockholders an inducement to pay the “assessment,” this was 
fixed at a figure somewhat less than the estimated market value of the entire package 
of new securities offered. Under these circumstances, the Boyd doctrine required that 
a “fair offer” of participation should also be made to all creditors. Hence, the re- 
organization plan offered something to every class of security holders, although, in 

*AB., 1923, LL.B., 1927, Harvard University. Member of the New York Bar. Member of firm of 
Root, Clark, Buckner & Ballantine. Author of The Historic Basis of Diversity Jurisdiction (1928) 41 Harv. 
L. Rev. 483, Some Comments on The Corporate Reorganizations Act (1934) 48 Harv. L. Rev. 39, and 
The 1935 Amendment of the Railroad Reorganization Act (1936) 36 Cox. L. Rev. 27. 

+A.B., 1933, University of Washington; LL.B., 1936, Harvard University. Member of the New York 
Bar. Associated with firm of Root, Clark, Buckner & Ballantine. Author of Venue under the Corporate 
Reorganizations Act (1936) 20 Minn. L. Rev. 506, and Corporations Eligible for Relief Under Section 77B 
(1937) 21 Minn. L. Rev. 144. 

* Northern Pacific Ry. v. Boyd, 228 U. S. 482 (1913). 


? On July 31, 1939, 108 railroads operating 76,703 miles of road, or 30.70% of the entire railroad 
mileage of the country, were in receivership or trusteeship. I. C. C., 53d Ann. Rep. (1939) 20. 
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the case of stockholders, and occasionally in that of unsecured creditors, continued 
participation in the enterprise was dependent on supplying new money.* 


The central legal question in these reorganizations was the extent to which this 
right to retain a stake in the enterprise might properly be accorded to stockholders.* 
Decisions as to the relative rights of creditors were few and far between.® Indeed, a 
Circuit Court of Appeals had held that this was not a subject with which equity 
was concerned.® 


In the past decade, the decreased earnings of the railroads, not merely in dollar 
amount but in relation to their gross revenues, and the consequent sensitivity of net 
railway operating income to declines in traffic or in rates or to increases in expenses, 
have compelled reorganizations cutting much more’ deeply into capital structures.” 
This has often required partial or total elimination of the fixed charge on senior 
bonds.® The general impairment of railroad credit has made it impracticable to raise 
new money except by the sale of senior securities ranking ahead of, or, at least, along 
with the best bonds issued in the reorganization. The destruction of the interest of 
the stockholders, both economically and market-wise, has removed them, in most 
cases, as potential sources of new money, and frequently the Reconstruction Finance 
Corporation has been looked on to provide these funds. 

This change in the economic situation has been paralleled, at least so far as con- 
cerns the proceedings conducted under Section 77 of the Bankruptcy Act, by an 
increase in the responsibility of the courts and the Commission for safeguarding the 
relative rights of security holders. In the past, equity courts had been invited to 


* Reorganizations to which the foregoing description would generally apply are the Wabash reor- 
ganization of 1915, the Missouri Pacific and Chicago, Rock Island and Pacific reorganizations of 1917, 
and the Milwaukee reorganization of 1927. On the other hand, the Pere Marquette and the St. Louis 
and San Francisco Railroad reorganizations of 1916 reached down to substantially all of the underlying 
and divisional liens. 

“The leading cases were Louisville Trust Co. v. Louisville, N. A. & C. Ry., 174 U. S. 674 (1899); 
Northern Pacific Ry. v. Boyd, 228 U. S. 482 (1913); Guaranty Trust Co. v. Missouri Pac. Ry., 238 Fed. 
812 (E. D. Mo. 1916); North American Co. v. St. Louis & S. F. Ry., 246 Fed. 260 (E. D. Mo. 1916); 
Kansas City Ry. Co. v. Central Union Trust Co., 271 U. S. 445 (1926); Jameson v. Guaranty Trust Co., 
20 F. (2d) 808 (C. C. A. 7th, 1927), cert. denied, 275 U. S. 569 (1927). 

* Guaranty Trust Co. v. Missouri Pac. Ry. Co.; Jameson v. Guaranty Trust Co., both supra note 4. 

® New York Trust Co. v. Continental & Commercial etc. Bank, 26 F. (2d) 872 (C. C. A. 8th, 1928), 
cert. denied, 278 U. S. 644 (1928). 

* The ratio of net railway operating income to gross operating revenues of all Class I railroads fell 
from 32.4% in 1900 and 30.4% in 1905 to 10.4% in 1932, 16.5% in 1936, and 14.1% in 1937. Fifteen 
Percent Case, 1937-1938, 226 I. C. C. 41, 59 (1938). Exhibit 4 in this case, prepared by Mr. Fairman 
R. Dick of New York City, showed, at page 23, that 7 major roads in receivership in the 1890's had a 
spread of 31.7% between gross revenues and expenses (including rents and taxes) and were reorganized 
with fixed charges equal to 22.8% of revenues, whereas 20 roads in receivership or bankruptcy in the 
fiscal year ended June 30, 1937, had a spread of only 9.6% between gross revenues and expenses, as 
compared with pre-receivership fixed charges of 17.9% of revenues. In other words, the pre-receivership 
fixed charges of the roads now undergoing reorganization took considerably less of the shipper’s dollar 
than the post-receivership fixed charges of the 1890's, but the spread between revenues and expenses was 
only a third of that in the earlier period. 

® Examples are the Milwaukee General Mortgage 4% bonds and the Western Pacific First-Mortgage 
5% bonds of 1946. Chicago, M., St. P. & P. R. R. Reorg., Fin. Doc. No. 10882 (Feb. 12, 1940), 
mimeo. rep. at 133-135, mod. (June 4, 1940); Western Pac. R. R. Reorg., 230 I. C. C. 61, 64, 101 (1938), 
233 I. C. C. 409, 417 (1939). 
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scrutinize the fairness of plans primarily in an endeavor to secure immunity from 
the Boyd doctrine by obtaining a judicial pronouncement that a “fair offer” had been 
made to junior creditors.° The Commission was brought into the situation only 
when the proceedings had reached an advanced stage.!° Even then the Commission 
was concerned only with the public interest involved, and displayed little solicitude 
as to allocations between classes of security holders.11 Under Section 77, on the 
other hand, the Commission and the courts are specifically required to find that a 
plan “is fair and equitable, affords due recognition to the rights of each class of 
creditors and stockholders, does not discriminate unfairly in favor of any class of 
creditors or stockholders, and will conform to the requirements of the law of the 
land regarding the participation of the various classes of creditors and stock- 
holders.”!2_ Whether or not the Boyd doctrine applies in its technical sense as be- 
tween classes of creditors,1* the language of the statute requires recognition of all 
differences in status, not only between creditors and stockholders, but also between 
underlying bondholders, on the one hand, and the holders of junior bonds or un- 


secured claims, on the other.!* 


General Principles Governing Distribution 


At the very beginning of the performance of its tasks under Section 77, the Com- 
mission was confronted with a claim that, far from extending the Boyd doctrine, 
Section 77 had repealed it. The so-called “composition” theory, evolved by counsel 
representing debtor interests, was that Section 77 differed from the previous equity 
procedure in being a “composition” statute; that the very basis of a composition was 
that the debtor retained an interest in his property; and that a composition to which 
the requisite proportion of the creditors had assented could not be upset by the courts 
because of unduly lenient treatment of the equity interests unless the creditors had 
failed to receive as much as they would have received on a liquidation basis.1° This 


® See Swaine, Reorganization of Corporations: Certain Developments of the Last Decade, in SomME LEGAL 
Puases oF CorPORATE FINANCING, REORGANIZATION AND REGULATION (1931) 133, 142 ff. 

2° Interstate Commerce Act §20a, 49 U. S. C. §20a. See dissent of Commissioner Eastman in Chicago, 
M. & St. P. R. R. Reorg., 131 I. C. C. 673, 7or (1928). 

+4 Securities of C. & E. I. Ry., 67 I. C. C. 61, 64, (1921); Chicago, M. & St. P. R. R. Reorg., supra note 
10. See Reorganization of A., B. & A. Ry., 117 I. C. C. 181, 185 (1926) (“Our principal concern is with 
the future of A., B. & A. property as a transportation facility.”). 

8 §77(e). 

18 This has been much discussed. See Swaine, supra note 9, at 142; Frank, Some Realistic Reflections 
on Some Aspects of Corporation Reorganization (1933) 19 Va. L. Rev. 541, 553-60; New York Trust Co. 
v. Continental & Commercial etc. Bank, supra note 6. 

** Both the Commission and the courts have consistently so held. See New York, N. H. & H. R. R. 
Reorg. Fin. Doc. No. 10992 (March 22, 1940) mimeo. rep. at 106; Chicago G. W. R. R. Reorg., 228 
I. C. C. 585, 623 (1938); Western Pac. R. R. Reorg., 230 I. C. C. 61, 100 (1938); and Missouri P. 
R. R. Reorg., 239 I. C. C. 7, 104 (1940); In re N. Y., N. H. & H. R. R., 16 F. Supp. 504, 509 (D. Conn. 
1936); In re Chicago & N. W. Ry., 18 F. Supp. 932, 935 (N. D. Ill. 1936). The Commission has 
properly given no weight to the omission from the statute as enacted, of the words “in the order of their 
seniority” contained in H. R. 6249. See Moore, Railroad Fixed Charges in Bankruptcy Proceedings (1939) 
47 J. Por. Econ. 100, 117. But ef. St. Louis-S. F. Ry. Reorg., Fin. Doc. No. 10008 (July 6, 1940) mimeo. 


rep. at 78-79. 
*® See, e.g., Brief for Debtor (May 22, 1937) Chicago & E. I. Ry. Reorg., Fin. Doc. No. 9952. 
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theory received short shrift both from the Commission!® and from at least one lower 
court,? even before the Supreme Court administered the coup de grdce in the Los 
Angeles Lumber Products case.1® 

While it is easy to say what theory the Commission rejected, it is not so easy to 
define precisely the theory that has been adopted. The Commission has not purported 
to lay down any neat formula for universal application. Rather it has followed 
common law tradition wherein “lines are pricked out by the gradual approach and 
contact of decisions on the opposing sides.”?® 

However, two general statements may be ventured with some assurance. In the 
first place, the Commission purports to adhere to a principle of absolute priority, not 
only as between creditors and stockholders, but also as between classes of creditors. 
Once a hierarchy of interests is established, each class must receive 100% satisfaction 
before the next lower class may participate at all. The claim thus satisfied includes, in 
the case of creditors, interest as well as principal.2° However—and this is a vitally 
important corollary—100% satisfaction is deemed to be given by 100% satisfaction in 
paper. Priorities are considered satisfied if the full amount of the claim is recognized 
in securities of the appropriate dollar amount.” No attempt has been made to insist 
that the securities issuable to a senior class must have a prospective market value of 
100 cents on the dollar before a junior class may participate. Indeed, in those few 
instances where senior interests have asked for more than 100% in new securities to 
compensate for sacrifices entailed in receiving partial compensation in income bonds 
or stock, such treatment has been denied.?? 


1® Chicago & E. I. Ry. Reorg., 230 I. C. C. 199, 233-234 (1938); Akron, C. & Y. Ry. and Northern 
O. Ry. Reorg., 228 I. C. C. 645, 675 (1938); Denver & R. G. W. R. R. Reorg., 233 I. C. C. 515, 578-579 
(1939); Missouri P. R. R. Reorg., 239 I. C. C. 7, 132-133 (1940); Chicago, M., St. P. & P. R. R. Reorg., 
supra note 8, at 148; see also note 14, supra. 

17 In re Chicago G. W. R. R., 29 F. Supp. 149 (N. D. Ill. 1939). 

18 Case v. Los Angeles Lumber Products Co., 60 Sup. Ct. 1 (1939). See Dodd, The Los Angeles 
Lumber Products Company Case and Its Implications (1940) 53 Harv. L. Rev. 713, 719. An attempt may 
now be made to resuscitate this doctrine in certain cases as a result of Mr. Justice Stone’s statement in 
S. E. C. v. U. S. Realty & Improvement Co., 60 Sup. Ct. 1044, 1052 (1940): “In cases where subordinate 
creditors or the stockholders are the managers of its business, the preservation of going-concern value 
through their continued management of the business may compensate for reduction of the claims of the 
prior creditors without alteration of the management's interest, which would otherwise be required by the 
Boyd case.” Was this intended to be limited to Chapter XI proceedings? What is meant by “the stock- 
holders”? What guaranties as to the management’s continuance must be offered? One may venture the 
prediction that lower courts will be obliged to listen to thousands of hours of argument before this dictum 
is finally clarified. 

2° Mr. Justice Holmes in Noble State Bank v. Haskell, 219 U. S. 104, 112 (1911). 

*° See, e.g., Spokane International Ry. Reorg., 228 I. C. C. 387, 402 (1938); Chicago G. W. R. R. 
Reorg., 228 I. C. C. 585, 618 (1938); Denver & R. G. W. R. R. Reorg., 233 I. C. C. 515, 574 (1939); 
Missouri P. R. R. Reorg., 239 I. C. C. 7, 116 (1940); Chicago, M., St. P. & P. R. R. Reorg., supra note 8, 
at 124. Where the contract rate exceeds current interest rates, the former is recognized up to maturity 
or the effective date of the exchange. Chicago G. W. R. R. Reorg., 228 I. C. C. 585, 616 (1938). After 
maturity a rate of 4% has been approved. Chicago & E. I. Ry. Reorg., 230 I. C. C. 199, 235 (1938). See 
also St. Louis-S. F. Ry. Reorg., supra note 14, at 67, 75-76. 

** See Chicago G. W. R. R. Reorg., 228 I. C. C. 585, 623 (1938) (bondholders priority preserved by 
award of “roo percent of principal and interest in some form of new securities, prior to the recognition 
of subordinate classes” (italics added)). 

2 See Brief for Group of Institutional Investors (May 28, 1938) p. 73, and decision in Chicago, Mil- 
waukee, St. P. & P. R. R. Reorg., supra note 8, at 133-135, 141. In Chicago & N. W. Ry. Reorg., 
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The Commission has even gone further. It has not insisted upon allocations 
which would reasonably assure that the securities issuable to senior interests should 
attain a market value of 100 cents on the dollar before any income of the reorganized 
company could be paid to junior interests. An example will clarify what is meant. 
Suppose that certain bondholders are to receive 40% of their claim in 4% fixed-in- 
terest bonds, 30% in 414% income bonds, and 30% in $5 preferred stock, whereas 
stockholders receive only common stock. While the market value of the package of 
securities issued to the bondholders would not be anything like par within any 
reasonably foreseeable time after the reorganization, the allocation is such that when, 
if ever, it should become possible to pay dividends on the common stock issued to 
the existing stockholders, the market value of the package of securities awarded to 
the bondholders would probably then be such as to enable them to get out whole. 
On the other hand, suppose a case where a senior interest receives 40% in income 
bonds, 30% in preferred and 30% in common stock, and a junior interest also receives 
common stock, although in a smaller amount per dollar of claim. Here the junior 
interest may receive some income on the reorganization securities issued to it at a 
time when the market value of the securities issued to the senior interest would still 
be far from par. Yet the Commission has sustained provisions of this type.?? In 
other words, the Commission believes that priorities may be sufficiently recognized 
by a quantitative as distinguished from a qualitative preference, provided that the 
junior interest does not receive a security ranking prior to the lowest security issued 
to the senior interest and receives even that lowest security on a less favorable basis.?* 
Just how much less favorable the basis must be is a matter of judgment, the reasoning 
behind which is normally not fully disclosed. 

The matter may be put in another way. The Commission anticipated the de- 
cision in the Los Angeles Lumber Products Company case that a class of stockholders 
whose interest is “valueless” may not be accorded a share in the reorganized enter- 
prise even if the creditors assent, and has applied this principle not only to stock- 
holders”® but also to unsecured creditors.2® On the other hand, if the interest of a 


236 I. C. C. 575, 635 (1939), a similar suggestion was rejected. There was ample precedent for the 
treatment requested, as, for example, in the highly successful Atchison reorganization of 1895. The 
difficulty is that this form of treatment leads either to inflation of the capital structure or to radical 
limitation of the interests allowed to participate in the plan. 

*8 Louisiana & N. W. R. R. Reorg., 224 I. C. C. 58, 74-75 (1937), mod., 230 I. C. C. 171 (1938); 

Chicago & E. I. Ry. Reorg., 230 I. C. C. 199 (1938); Chicago G. W. R. R. Reorg., 228 I. C. C. 585 
(1938), mod., 233 I. C. C. 63 (1939); Denver & R. G. W. R. R. Reorg., 233 I. C. C. 515, 589 (1939); 
Chicago, M., St. P. & P. R. R. Reorg., supra note 8; Erie R. R. Reorg., Fin. Doc. No. 11915 (April 6, 
1940). 
In the Chicago Great Western case, the Commission sought (p. 623) to justify this method of alloca- 
tion by pointing out that if interest on the income bonds and dividends on the preferred stock were paid, 
the existing bondholders would actually receive on the principal amount of their claim more than the 
4% contract rate of interest on their bonds. However, as a practical matter, very few bondholders would 
regard this chance of increased income as compensatory. But cf. Dodd, supra note 18, at 741-743. 

** For a clear statement of this principle, see Missouri P. R. R. Reorg., 239 I. C. C. 7, 126-127 (1940). 

*°The Commission wiped out all stock interests in the Spokane International, Oregon, Pacific & 
Eastern, Chicago & North Western, Denver & Rio Grande Western, Milwaukee, New Haven, Missouri 
Pacific (except for stock in the New Orleans, T. & M. Ry., found to have some value), Western Pacific, 
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particular class of stockholders or creditors is found to have “value,” the Commission 
permits this junior interest to retain a share in the reorganized enterprise, even though 
there is scant probability that the securities issuable to senior creditors will ever have 
a market value equal to the amount of their claim, and this participation may even 
be in the same type of security as is issuable to senior claimants. 

Strong practical considerations support this course, for, if the interest of a par- 
ticular class of security holders has “value,” their vote must usually be obtained upon 
the plan,?? and there is little chance that a class of security holders would approve 
a plan utterly excluding them. However, it is well to realize how different this 
practice is from the rule applicable between mortgagee and mortgagor outside the 
reorganization field. There the Supreme Court has held that not merely principles 
of equity but the due process clause forbid infringement of the creditors’ right to 
insist upon full payment before giving up any of their security.?® 

So much for the principles underlying the Commission’s treatment of priorities. 
Let us now turn to their application. 


Kansas City, Kaw Valley & Western, and Savannah & Atlanta proceedings. Stockholders were allowed 
a very much deflated interest in Louisiana & N. W. R. R. Reorg., 224 I. C. C. 58, 75 (1937), mod., 230 
I. C. C. 171, 175 (1938). In the Chicago Great Western and Chicago & Eastern Illinois proceedings 
preferred but not common stockholders were allowed to participate. The only major railroad all of whose 
stockholders retain some interest under the approved plan is the Erie, where the preferred had a preference 
only as to dividends. Infra note 32. 

The Commission has generally refused to heed arguments that the business value of preserving the 
stock interest of another railroad justified better treatment than would have been awarded otherwise. 
See, e.g., Chicago & E. I. Ry. Reorg., 230 I. C. C. 199, 234-235 (1938); cf. Chicago, I. & L. Ry. Reorg., 
233 I. C. C. 335, 349 (1939). But cf. Spokane Internl. Ry. Reorg., 233 I. C. C. 157, 158, 166-168 (1939). 

In many cases stockholders, pointing particularly to the reference in §77(b)(3), have strenuously 
urged that they should at least be given warrants to purchase stock in the reorganized company. Their 
contentions were rejected in Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 637-638 (1939); In re Chicago 
Great Western R. R., 29 F. Supp. 149, 160 (N. D. Ill. 1939); Missouri P. R. R. Reorg., 239 I. C. C. 7, 
132-133 (1940). Miller, C., dissenting, urged the issue of warrants in Chicago, M., St. P. & P. R. R. 
Reorg., supra note 8, at 158; New York, N. H. & H. R. R. Reog., supra note 14, at 174. See note 34, infra. 

It is somewhat difficult to reconcile with these holdings the results under Chapter XV where, in the 
two plans thus far approved by the statutory courts, stockholders have been treated relatively well, 
although secured creditors have been forced to make substantial concessions. In re Baltimore & Ohio 
R. R., 29 F. Supp. 608 (D. Md. 1939), cert. denied, 60 Sup. Ct. 470 (1940); In re Montana, W. & S. R. R., 
32 F. Supp. 200 (D. Mont. 1940). Section 725(3) of Chapter XV requires the court to find “that the plan 
is fair and equitable as an adjustment, affords due recognition to the rights of each class of creditors and 
stockholders and fair consideration to each class thereof adversely affected, and will conform to the law 
of the land regarding the participation of the various classes of creditors and stockholders.” Since 
S. E. C. v. U. S. Realty & Improvement Co., 60 Sup. Ct. 1044 (1940) holds that the words “fair and 
equitable” in Chapter XI have the same meaning as in Chapter X, it would seem that the quoted words 
in Chapter XV have the same meaning as in Section 77, unless the phrase “as an adjustment” is sufficient 
to lead to a different result. Cf. Mahaffie, C., dissenting (Eastman, C., concurring) in Montana, W. & S. 
R. R. Fin. Adjustment, 236 I. C. C. 325, 338 (1939). 

*° See Savannah & Atlanta Ry. Reorg., 224 I. C. C. 197, 216 (1937); Spokane International Ry. Reorg., 
228 I. C. C. 387, 402 (1938); Western Pac. R. R. Reorg., 230 I. C. C. 61, 101 (1938); Oregon, P. & E. Ry. 
Reorg., 233 I. C. C. 187, 194 (1939); Kansas City, K. V. & W. R. R. Reorg., 236 I. C. C. 137, 139 
(1939) (on reference back from the court); Missouri P. R. R. Reorg., 239 I. C. C. 7, 129 (1940) (general 
unsecured claims against a subsidiary debtor found valueless); St. Louis-S. F. Ry. Reorg., supra note 14, 
at 71. Cf. Chicago, I. & L. Ry. Reorg., 233 I. C. C. 335, 349 (1939). 

** §77(e). 

?® Louisville Joint Stock Land Bank v. Radford, 295 U. S. 555, 579 (1935); Wright v. Vinton Branch, 
300 U. S. 440 (1937). 
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Determination of the Classes Entitled to Participate 

The initial problem is the ascertainment of the classes of security holders entitled 
to participate in some form in the reorganized company.”® Here the critical question 
is whether the interest of a particular class of security holders has “value.” 

The answer to that question follows from the Commission’s judgment as to the 
total capitalization to be permitted. This is determined on the basis of a review of 
valuation and investment data and past and prospective earnings, a subject discussed 
in another article in this issue.*° The Commission then subtracts from this total 
the securities left undisturbed and those to be issued for new money. There are 
next deducted the claims of secured creditors, with accrued interest to the effective 
date of the reorganization, and, if the available total permits, the claims of unsecured 
creditors, also with accrued interest. If any securities are still available, stockholders 
are allowed to participate. Preferred stock has been recognized to the exclusion of 
common,** except where, as in the Erie reorganization, the preference of the pre- 
ferred stock extended only to dividends.2* When the permissible capitalization 
of the reorganized company is exhausted, the interest of a class not yet reached is 
said to be “valueless,” and that class and all classes junior to it are excluded. 


Distribution as Between Senior and Junior Interests 

The Commission is then faced with the problem of allocating the reorganization 
securities among the classes which it has found entitled to participate. Solution of this 
problem is necessarily conditioned by the type of securities available. ‘The exacting 
task of accurately reflecting priorities has been made still more difficult because of 


2°'There are of course the even more basic problems of the validity and amounts of claims, their 
relative priorities and their classification, as to which the Commission, under §77(c)(7), accepts and 
follows the court’s decision. Kansas City, K. V. & W. R. R. Reorg., 221 I. C. C. 15, 26 (1937); ef. 
Missouri P. R. R. Reorg., 239 I. C. C. 7, 120 (1940). There has as yet been little litigation with respect 
to classification as such. See, however, J. P. Morgan & Co. v. Missouri P. R. R., 85 F. (2d) 351 (C.C. A. 
8th, 1936), cert. denied, 299 U. S. 604 (1936). The more common problem is that of priority, particularly 
of unsecured claims destined to a precarious junior position unless some special equity or statutory right 
to a preferred status can be established. Disputes frequently arise as to the relative priority of tax and 
other governmental claims, In re Denver & R. G. W. R. Co., 27 F. Supp. 983 (D. Colo. 1939); In re 
Chicago, M., St. P. & P. R. R., 27 F. Supp. 685 (N. D. Ill. 1939), of claims alleged to fall within the 
“six-months rule,” In re Chicago & N. W. Ry., 110 F. (2d) 425 (C. C. A. 7th, 1940), and of 
personal injury claims of employees and others, In re New York, N. H. & H. R. R., 92 F. (2d) 428 
(C. C. A. 2d, 1937), cert. denied, 303 U. S. 650 (1938) (passenger); Thompson v. Glover, 94 F. (2d) 
544 (C. C. A. 8th, 1938) (passenger); Central Hanover Bk. & Trust Co. v. Williams, 95 F. (2d) 210 
(C. C. A. 8th, 1938) (employee); Thompson v. Siratt, 95 F. (2d) 214 (C. C. A. 8th, 1938) (employee, 
“six-months” rule discussed). On the “six-months rule,” see FitzGibbon, The Present Status of the Six 
Months Rule (1934) 34 Cox. L. Rev. 230 (1934); FinLeTrerR, BANKRUPTCY REORGANIZATION (1939) 
373-385. 

Almost every plan report of the Commission under §77 has provided for either payment in cash or 
assumption by the new company and payment in the ordinary course of business of claims found prior 
to secured claims, including reorganization and trustees’ expenses, taxes, “six-months” claims, and claims 
based on trustees’ certificates secured by a prior lien. Claims assumed have kept their relative priority. 
See, ¢.g., Denver & R. G. W. R. R. Reorg., 233 I. C. C. 515, 588 (1939). In Chicago S. S. & S. B. R. R. 
Reorg., 212 I. C. C. 547, 565 (1936), “six-months” claims were awarded only 5-year 5% notes. 

®° See Warner, Some Financial and Economic Problems in Railroad Recapitalizations, infra, p. 438. 

** Chicago G. W. R. R. Reorg., 228 I. C. C. 585, 626-627 (1938); Chicago & E. I. Ry. Reorg., 230 
I. C. C. 199, 231-234 (1938). 

*? Erie R. R. Reorg., Fin. Doc. No. 11915 (April 6, 1940), mimeo. rep. at 124. 
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the Commission’s proper refusal to sanction an unduly complicated capital struc- 
ture.** The Commission’s policy has been, in general, to avoid both divisional liens 
and exaggerated stratification. Normally, the securities authorized in reorganization, 
to satisfy the claims of holders of the numerous divisional and system bonds, 
and various classes of unsecured claims and stock, consist of fixed-interest bonds, 
contingent-interest bonds, and preferred and common stock.3* The nature and 
amounts of these securities are determined largely by economic considerations, but 
also with some reference to the problem of distribution.*® 

The allocation of reorganization securities under the Commission’s principle of 
100% paper satisfaction creates little difficulty where the corporation has a capital 
structure in which securities are arranged in layers. The Chicago Great Western 
reorganization will serve as an example.*® Apart from equipment trusts, a small 
terminal mortgage, a divisional mortgage of nominal amount, and indebtedness to 
the Railroad Credit Corporation and the Reconstruction Finance Corporation, all to 
be assumed or paid, existing capitalization consisted of one issue of first mortgage 
bonds and preferred and common stock. The capitalization approved consisted, in 
addition to securities which were to be assumed, of First Mortgage 4s, General In- 
come Mortgage 414s, 5% $50 par preferred stock, and $50 par common stock. Over 
a third of the new First Mortgage 4s were to be sold for cash. There were allocated 
to the existing bondholders the balance of the first mortgage bonds, all of the income 
bonds, all of the preferred stock and enough of the common stock so that each bond- 
holder received 100% paper satisfaction for his claim, principal and interest. There 
remained common stock with total par value equal to approximately one fourth of 
the par value of the outstanding preferred. This was awarded to the preferred stock- 
holders, the common stockholders being excluded from the reorganization. 


Parallel Liens 
Simplicity of this sort, however, is far from typical of the major railroad reorgan- 
izations which have come before the Commission. In the Missouri Pacific case, the 


58 The Commission has been quite aware of this effect of its policy. See Chicago, M., St. P. & P. R. R. 
Reorg., supra note 8, at 140; Missouri P. R. R. Reorg., 239 I. C. C. 7, 95 (1940). 

** This general statement is, of course, subject to numerous exceptions. Certain securities, notably 
equipment and terminal obligations, have usually been left undisturbed. Also certain types of new 
securities have been authorized in addition to those mentioned in the text. In the Missouri, Erie, New 
Haven and Chicago & North Western proceedings collateral notes were provided, and, in the last, par- 
ticipating preferred stock and split-coupon bonds, the commutable interest becoming fixed if earned for 
a certain period. The most complicated financial structure authorized by the Commission was in the 
Missouri Pacific proceedings where, under the approved plan, the fixed-interest and income bonds and 
the preferred stock were each divided into two classes. In the following proceedings, the issue of warrants 
was approved. Erie R. R. Reorg., supra note 32, at 119; Akron C. & Y. Ry. and Northern O. Ry. Reorg., 
228 I. C. C. 645, 673 (1938); Kansas City, K. V. and W. R. R. Reorg., 236 I. C. C. 137, 142 (1939). 
See, however, note 25, supra. 

*5 Missouri P. R. R. Reorg., 239 I. C. C., 7, 108 (1940); New York, N. H. & H. R. R. Reorg., supra 
note 14, at 107. 

8° Chicago G. W. R. R. Reorg., 228 I. C. C. 585 (1938); mod., 233 I. C. C. 63 (1939), confirmed, 
29 F. Supp. 149 (N. D. Ill. 1939). For a helpful compilation of old and new or proposed capital struc- 
tures of the major railroads in reorganization, see McGinnis, GuipE To DEFAULTED RAILROAD. BONDS AND 
RatLroap REORGANIZATION SEcuRITIES (2d Issue, 1940). 
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court had found that there were 55 different classes of creditors and stockholders.3? 
The difficulty, moreover, lies not in the mere number of classes, but in the fact that 
the secured creditors hold liens on different properties—what the Commission has 
called “parallel liens.” In cases of this sort, the allocation of the reorganization securi- 
ties presents problems of a most complex and intriguing character. 

An initial question is the legal problem of determining the property on which a 
particular class of securities has a prior claim. The procedure for handling this ques- 
tion has not been identical in the various reorganization proceedings. In some cases 
disputes as to liens have been largely fought out in and settled by the reorganization 
court before the Commission has issued its plan.*® In these, of course, the Commission 
has followed the court’s decision. In other cases, however, there has been no judicial 
determination and the Commission has been required either to make a preliminary 
determination or to recognize the existence of doubts justifying some compromise.5® 

The Commission is then faced with the task of evaluating the properties subject 
to the respective liens, giving “due consideration to the earning power of the prop- 
erty, past, present, and prospective, and all other relevant facts.”*° The difficulty of 
this task is enhanced by the fact that normally no separate records as to the financial 
results of the operation of the various mortgage and leased line divisions have been 
kept. 

A principal device used to ascertain the economic value of respective mortgage 
divisions has been the formula for segregating revenues and expenses—a method 
which, indeed, is mentioned in the statute itself.t! In some cases, notably in the 
New Haven reorganization, the court has referred the terms of a proposed formula 
to the Commission pursuant to Section 77(c) (11).*? In others, such as the Erie, the 
Chicago & North Western, and the Frisco, a formula applied without Commission or 
court approval has been recognized by the Commission in its report on the plan.‘ 

A segregation formula purports to show the earnings of each mortgage division 
as actually operated as part of the system. This may or may not be a fair basis for 
treatment in a reorganization plan. In some cases the earnings shown by such a 

87 Missouri P. R. R. Reorg., 239 I. C. C. 7, 28-32 (1940). 

88 In re New York, N. H. & H. R. R., 27 F. Supp. 392 (D. Conn. 1938), aff'd, 104 F. (2d) 1018 
(C. C. A. 2d, 1939); In re New York, S. & W. R. R., 30 F. Supp. 257 (D. N. J. 1939); aff'd as mod., 
109 F. (2d) 988 (C. C. A. 3d, 1940), cert. denied, 60 Sup. Ct. 1075 (1940). 

°° Western Pac. R. R. Reorg., 230 I. C. C. 61, 97-100 (1938) (Commission noted that its ruling was 
subject to final adjudication); Denver & R. G. W. R. R. Reorg., 233 I. C. C. 515, 568-570 (1939); 
Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 640 (1939); Chicago, M. St. P. & P. R. R. Reorg., supra 
note 8, at 136-141. 

4° §97(e). Various problems of valuation under §77 have been discussed at length in Spaeth & 
Windle, Valuation of Railroads under Section 77 of the Bankruptcy Act (1938) 32 Iu. L. Rev. 517 
and in 2 Bonsricut, THE VALUATION OF PropERTy (1937) 864 ff. 

“* §77(c)(10) and (11). 

“? New York, N. H. & H. R. R. Reorg., 224 I. C. C. 723 (1938); Chicago, I. & L. Ry. Reorg., 228 
I. C. C. 209 (1938); New York, S. & W. R. R. Reorg., 236 I. C. C. 425 (1939). 

“* In the Rock Island proceeding some aspects of the formula have been litigated in the courts with- 
out reference to the Commission. In re Chicago, R. I. & P. Ry., 108 F. (2d) 410 (C. C. A. 7th, 1939). 


For a brief discussion of the formula problem, see Meck & Masten, Railroad Leases and Reorganization: I 
(1940) 49 Yate L. J. 626, 640 ff. 
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study may be much more than the line could obtain except as part of the system, 
e.g., in the case of an alternate bridge line built to handle mote economically traffic 
produced by other mortgage divisions.** On the other hand, expenses of operating 
a line as part of a system may be greater than if the line were independently 
operated,*® and in almost all cases, the segregation formula will charge a division 
with certain expenses which would not be saved if the division were to be severed 
from the system. 

In order to appraise possibilities such as these, studies are commonly prepared to 
show the gain or loss to the mortgage division and to the remainder of the system 
if the line were to be severed. While severance studies necessarily involve much in 
the way of assumption and estimate, particularly on matters such as the routing of 
traffic, and their results are thus markedly characterized by what Mr. Justice Holmes 
termed “a delusive exactness,”** they have often, and properly, been given weight 
by the Commission.*7 

Another type of study which has received consideration is the contributed traffic 
study. This consists of analyzing the amount of traffic originated and terminated by 
each mortgage division for the rest of the system. So far as concerns traffic which 
would be lost to the system if the mortgage division were to be severed, the con- 
siderations behind this are similar to those in the severance study. And as to traffic 
that would not be lost, there seems to be a belief that a line originating or terminating 
traffic is of superior stature to one that merely carries it—a recognition of the “busi- 
ness-getter.”*® Objections have been made to studies of this type on the ground that 
the division originating or terminating traffic frequently does not itself either 
control or attract such traffic. In any event, such a study at least serves partially 
to compensate for the frequently inadequate terminal allowances in segregation 
formulas.*° 

Other factors, such as traffic density and “strategic value,” have also received some 


“*This apparently was the case as to several of the mortgage divisions in the Chicago & North 
Western reorganization and as to the Erie & Jersey and the Genesee River lines in the Erie reorganization. 
Compare the position of the Denver & Salt Lake and the Denver & Salt Lake Western in the Denver & 
Rio Grande Western proceeding. 

“ See. e.g., the discussion of the Danbury & Norwalk bonds in New York, N. H. & H. R. R. Reorg., 
supra note 14, at 118-119. “° Truax v. Corrigan, 257 U. S. 312, 343 (1921). 

“7 See Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 632, 641-642 (1939); New York, N. H. & 
H. R. R. Reorg., supra note 14, at 119; Erie R. R. Reorg., supra note 32, at 116. For a brief discussion 
of severance studies, see Meck & Masten, supra note 43, at 645 ff. 

“8 See, e.g., Missouri P. R. R. Reorg., 239 I. C. C. 7, 125 (1940); Denver & R. G. W. R. R. Reorg., 233 
I. C. C. 515, 572 (1939). 

“° The difficult question of what in a particular case is the terminal division and what is a proper 
allowance to it for its admittedly higher than road-haul expenses has been much litigated. New York, 
N. H. & H. R. R. Reorg., 224 I. C. C. 723 (1938); N. Y., S. & W. R. R. Reorg., 236 I. C. C. 425 (1940); 
Palmer v. Palmer, 104 F. (2d) 161 (C. C. A. 2d, 1930), cert. denied, 60 Sup. Ct. 120, 121 (1939). 
What constructive mileage allowance, if any, should be awarded the Dotsero cut-off has been a central 
problem in Denver & R. G. W. R. R. Reorg., 233 I. C. C. 515, 567-568 (1939). Commissioner Eastman, 
dissenting, decried the failure to make an allowance to the Old Colony for its heavy passenger terminal 
expenses, in New York, N. H. & H.R. R. Reorg., supra note 14, at 183 ff. 
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recognition.°° While the data as to physical value are usually, if not always, men- 
tioned, the regard which the Commission pays them is not altogether clear.°!2 

When a mortgage or leased line division’s earnings, as developed by various 
studies, exceed the fixed charges on its divisional bonds, such excess earnings are 
customarily transferred to the next senior lien.** On the other hand, where there is 
a deficit on a division subject to a divisional mortgage and one or more mortgages 
covering other properties as well, the question arises as to which, if any, of the 
junior liens shall be charged with this loss. A somewhat similar problem is presented 
where a branch subject to a system mortgage is operating at a loss. May the bond- 
holders disclaim the branch line as security? Although these situations have existed 
in several cases, no settled principle seems to have been evolved.** 

No uniform method has been or could be adopted for the translation of all these 
studies into an allocation of reorganization securities. Usually the Commission has 
leaned heavily upon allocations made in the plan filed by the debtor or in a plan 
filed by a group of institutional bondholders, making such adjustments as are re- 
quired to adapt these to the somewhat contracted capital structure fixed by the 
Commission, or as are deemed appropriate in the light of the evidence adduced by 


other parties.®° 


®°Tt has been stated that in determining the relative values of divisions “it is proper to consider the 
subjects of contributed traffic, strategic position and prospective earnings, or any other relevant factors. . . .” 
In re Chicago, R. I. & P. Ry., 110 F. (2d) 395, 399 (C. C. A. 7th, 1940). Weight was given to 
“strategic value” in New York, N. H. & H. R. R. Reorg., supra note 14, at 118: (Boston & N. Y. 
Air Line bonds) and at 115-116 (Harlem River & Pt. Chester bonds). See also Chicago, M., St. P. & P. 
R. R. Reorg., supra note 8, at 133 (Gen. Mtge. bonds). Weight was given to adverse factors in id. at 78, 
144-145 (Chicago, M. & G. R. R. and Terre Haute bonds, but the treatment of the former later improved 
in id. (June 4, 1940), mimeo. rep. at 36-40). 

51-2 Compare, ‘¢.g., Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 590, 635-636 (1939), with New 
York, N. H. & H. R. R. Reorg., supra note 14, at 118. See St. Louis-S. F. Ry. Reorg., supra note 14, at 44-45. 

8 Chicago, M., St. P. & P. R. R. Reorg., supra note 8, at 131; Denver & R. G. W. R. R. Reorg., 233 
I. C. C. 515, 570 (1939). 

5Denver & R. G. W. R. R. Reorg., 233 I. C. C. 515, 572 (1939); New York, N. H. & H.R. R. 
Reorg., supra note 14, at 19, 119-120; Chicago, M., St. P. & P. R. R. Reorg., supra note 8, at 127-128, 
137-138. Cf. St. Louis-S. F. Ry. Reorg., supra note 14, at 64-65. 

°° The debtor must file a plan. §77(d). A plan may also be filed by the trustee or by other parties. 
Ibid. In most proceedings involving major systems, including the Spokane International, Western Pacific, 
Denver & Rio Grande, Chicago and Eastern Illinois, Chicago & North Western, Missouri Pacific, Mil- 
waukee, New Haven and Erie proceedings, a group of institutional bondholders has intervened and filed 
a plan. Notably in the Chicago & North Western proceedings, the Commission used the group plan as its 
starting point for many purposes, including the allocation of securities. In the New Haven case, 
the Commission followed more closely the debtor’s allocations. The favorable recognition accorded plans 
filed by such groups is doubtless due in part to the fact that, as their interests are usually spread over the 
various bonds of the debtor, the framers of the plan have had every motive to make a fair allocation. 
It has been remarked that their active participation will do much to force “the practice to conform to 
the theory of priority” as laid down by the Supreme Court. Spaeth & Winks, The Boyd Case and Sec- 
tion 77 (1938) 32 Int. L. Rev. 769, 770. A debtor’s plan frequently is dictated by a parent company 
seeking primarily to preserve its own stock interest. On the theory that debtors’ plans have failed to be 
fair to all parties, it has been suggested to a Senate Committee that §77 should be amended so as no 
longer to permit their filing. Additional Report of the Committee on Interstate Commerce Pursuant to 
S. Res. 71, 76th Cong., 1st Sess. (1939), Rep. No. 25, Pt. 6, pp. 26-27. However, in the Chicago 
Great Western and Louisiana & North West proceedings the debtor’s was the only complete plan filed, and 
such a plan provided the basis for the Commission’s report in the Chicago and Eastern Illinois proceeding 
where the group of institutions filed a plan of its own but later supported the debtor’s amended plan. 
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Perhaps the closest approach to adherence to a “scientific” method of distribu- 
tion, at least so far as concerned the allotment ‘of fixed-interest bonds, was in the 
New Haven reorganization. The starting point was the segregation formula which 
the Commission and the court had approved.°* This formula had been applied for 
the year ended May 31, 1937. The proportion of each division’s earnings to those of 
the system, as determined by such application, was then applied, with appropriate 
adjustments, to the average earnings for the years 1933-1938, inclusive. The result 
was termed the “adjusted segregated earnings” of each division.°* The plan pro- 
vided that two small mortgages, each having an early maturity and secured by 
property having a value far in excess of the amount of the mortgage, one on an 
essential terminal property and the other with adjusted segregated earnings many 
times in excess of interest requirements, should be paid in cash.5* Three other issues, 
one a terminal mortgage, and two others with adjusted segregated earnings many 
times their interest requirements, were to be left undisturbed, with accrued interest 
to be paid in cash, since “it would appear inequitable to ask the holders of any of 
these bonds to exchange them for reorganization securities which admittedly would 
not be rated on the date of their issue as valuable as the bonds.”°® The debtor had 
proposed that existing bonds be allotted fixed-interest bonds to the extent that their 
adjusted segregated earnings covered interest charges 1.5 times, and this principle 
was generally applied by the Commission in dealing with the remaining bonds.*° 

A more complicated method, putting greater stress on severance studies and at- 
tempting to take account of differences in the relative performance of particular 
mortgage divisions in good and bad years, was adopted by the committees represent- 
ing life insurance companies and savings banks and largely approved by the Com- 
mission in the Chicago & North Western reorganization.*’ The committee’s experts 
and the debtor had prepared segregation, severance and “contributive” income studies, 
on the basis of which the committee’s experts had arrived at a “final measure of 
earnings.” In the case of five bridge lines which had been built for the purpose of 
reducing operating costs by diverting traffic from existing routes, the severance studies 
were used as the “final measure of earnings.”®* In the case of a mortgage division 
which originated and terminated a substantial proportion of traffic and also handled 
some bridge traffic, a weight of approximately two was given to the segregation study 
and a weight of one to the severance studies.®* All these studies were made for the 
year 1936. However, it was found that, during depression years, the earning power 
of the bridge lines was relatively greater than that of one of the system mortgages, 

56 New York, N. H. & H. R. R. Reorg., 224 I. C. C. 723 (1938); In re New York, N. H. & H. R. R.,, 
Record, p. 4399 (D. Conn., 1938). 

57 New York, N. H. & H. R. R. Reorg., supra note 14, at 109-110. 

58 Id. at 112-113. 

5° 7d. at 113-114. The Harlem River and Port Chester bonds were also left undisturbed with accrued 
interest to be satisfied, after application of deposited cash, by fixed-interest bonds. Id. at 115-116. 

°° Id. at 114-120. 

*? Chicago & N. W. Ry. Reorg., 236 I. C. C. 575 (1939). 


°* See Life Insurance Group Committee and Mutual Savings Bank Group Committee Brief (July 14, 
1938), Chicago & N. W. Ry. Reorg., pp. 191-193. °8 Id. at 193-194. 
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and that as earnings increased, the earning power of the system mortgages increased 
relatively much faster than that of the bridge lines. Consequently, as a basis for the 
distribution of fixed-interest bonds, on which interest is payable even in times of 
severe depression, an estimate was made as to the “final measure of earnings” for an 
average depression year. On the other hand, the allocation of income bonds was 
based upon an estimate of the “final measure of earnings” for a normal prospective 
year. The Commission followed the former method so far as concerned the split- 
coupon bonds which it authorized; but whereas the committees, after distributing 
fixed-interest and income bonds, had allocated preferred stock to fill out 100% prin- 
cipal and interest of all mortgage claims and had allotted common stock in partial 
compensation to the bondholders for the loss of rights to income by acceptance for 
a part of their debt of income bonds and preferred stock which were not fully 
cumulative, the Commission eliminated this last-mentioned allotment, and allocated 
income bonds and preferred and common stock on the basis of the committee’s 
allocation of income bonds and preferred stock, with various minor adjustments.** 

Another method of allocation, followed notably in the Erie and Missouri Pacific 
reorganizations and to some extent in the Milwaukee proceeding, might be termed 
the method of comparison. The report in the Erie reorganization will serve as an 
example. The debtor and an institutional group proposed plans both of which 
provided that the Prior-Lien bonds, which were secured by the Erie’s Consolidated 
Mortgage, should receive 100% of principal and accrued interest in new First- 
Mortgage fixed-interest bonds. This was supported by analyses of the valuation and 
earnings data concerning the property subject to the Consolidated Mortgage and was 
adopted by the Commission. The General-Lien bonds were also secured by the Con- 
solidated Mortgage, but in subordination to the Prior-Lien bonds. However, the 
value of the security was deemed by the Commission to be sufficient to entitle the 
General-Lien bonds to share to the extent of 22.7% of their claim in the new fixed- 
interest bonds.®° The balance of their allotment was in income bonds and preferred 
stock. The Erie & Jersey and Genesee River divisional bonds claimed a right to 
better treatment than the Prior-Lien bonds. After comparison of the three issues, 
the claim was denied in respect of the Erie & Jersey bonds, but granted, to the 
extent of allowing a higher interest rate, in respect of the Genesee River bonds. The 
Convertible bonds stood apart because of the special nature of their collateral security, 
which consisted principally of stock in an anthracite coal company and an anthracite 
carrying branch line. Its value was examined, and treatment deemed appropriate 
was accorded. The Refunding and Improvement bonds were secured by the pledge 
of substantial amounts of General-Lien and Convertible bonds, by certain additional 
collateral security, and by a junior lien on the bulk of the system. The Commission 
awarded them the fixed-interest bonds, income bonds and preferred stock issuable 
in respect of the collateral, and allotted common stock for the remainder of the claim. 

** Id. at 196-200; Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 632-636 (1939). See also note 


22, supra. 
°5 A striking example of the consequences of the principle of 100% paper satisfaction. 
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However, the Refunding and Improvement bonds were allowed to take this stock at 
$37.17 per share as against $40 per share in the case of unsecured creditors—thus 
recognizing some value in the junior lien position.®* 

Special problems have arisen as to the treatment of strong underlying divisional 
issues. Occasionally the Commission has authorized the satisfaction of such issues 
by payment in cash.°7 We have already referred to the Commission’s statement in 
the New Haven proceeding, that the position of certain divisional issues was so 
strong that the bondholders could not be compensated even by 100% in new system 
first-mortgage bonds, and that fairness required that the issues remain undisturbed.** 
The Chicago & North Western reorganization plan provided that the Sioux City 
and Pacific 1st 344s of 1936 and the Des Plaines Valley 1st 444s of 1947 be exchanged 
for new 4% divisional bonds due in 1969 whereas the best security issued to other 
bondholders was a general mortgage bond due in 1989 with 214% fixed interest and 
an additional 114% interest which should become fixed when the commutable 
interest had been earned and payable for three successive years.®® A different ex- 
pedient employed in the Missouri Pacific reorganization, which had the advantage 
of avoiding the perpetuation of divisional liens, was the issue of short-term collateral 
notes secured by pledge of first-mortgage bonds and to bear such interest as to permit 
them to sell at par.’° 

In other cases, however, apparently strong divisional liens have not fared so well. 
In the Denver & Rio Grande Western proceeding, although the evidence showed 
that the earnings of the Denver’s western lines were more than adequate to cover 
interest charges on the bonds representing first liens on such lines, the Commission 
not only rejected suggestions of a separate western-division mortgage and of a special 
series of short-term fixed-interest bonds with an interest rate and other features in- 
tended to insure their selling at par, but allotted no fixed-interest bonds at all.” 
The Commission justified this treatment on the grounds that all the permissible 
fixed-interest bonds were required to be issued to provide new money for the pay- 
ment of trustees’ certificates and reorganization expenses and redemption of the First- 
Mortgage bonds of the Denver & Salt Lake and to provide satisfaction in full for 
the notes held by the R. F. C. The Commission stated :7* 


The approval of the issue of new first-mortgage bonds to the Finance Corporation, 
while the debtor’s bondholders are to receive none of such bonds, is justified, in our opin- 


° Erie R. R. Reorg., supra note 32, at 108-117, 140. 

°7 E.g., Evansville Belt rst 5’s of 1940 in Chicago & E. I. Ry. Reorg., 230 I. C. C. 571, 573 (1939); 
N. Y. & Erie 2d and 3d mtge. bonds in Erie R. R. Reorg., supra note 32, at 119; and N. Y. & New Eng- 
land-Boston Terminal bonds and Dutchess County bonds in New York, N. H. & H. R. R. Reorg., supra 
Note 14 at 112-113. Compare the treatment of Mason City & Fort Dodge bonds in Chicago G. W. R. R. 
Reorg., 233 I. C. C. 63, 68 (1939). 

°8 New York, Providence & Boston, the Naugatuck, and the Providence Terminal bonds. New York, 
N. H. & H. R. R. Reorg., supra note 14, at 113-14. See also the treatment of The Harlem River and 
Port Chester bonds. Id. at 115-116. 

°° Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 633, 647-649 (1939). 

7° Missouri P. R. R. Reorg., 239 I. C. C. 7, ror-102 (1940). 

71 Denver & R. G. W. R. R. Reorg., 233 I. C. C. 515, 574-575 (1939). 

"2 Id. at 576. 
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ion, by considerations beyond the estimated value of the particular securities under pledge. 
Not only is the Finance Corporation in possession of the stocks of the Salt Lake and the 
Salt Lake Western, and thus in position to veto the consolidation of properties which 
forms the basis of the plan, but it has indicated that it will, if satisfied with the plan, agree 
to underwrite the financing necessary to redeem the Salt Lake bonds outstanding in the 
hands of the public, the payment of trustee’s certificates, and the cash required for reor- 


ganization expenses, etc., a total of $17,443,675. 


Again, in the Milwaukee reorganization, the Commission awarded the Mil- 
waukee & Northern rst 444s only 70% in First Mortgage 4% bonds and 30% in 
General Mortgage 414% income bonds, although interest in 1936 was estimated to 
have been earned about four times on one theory and about three times on another, 
and testimony had been introduced to show that the Northern could operate suc- 
cessfully as an independent road or in association with some other system.’ The 
unexpressed reason behind this was, of course, that the amount of available fixed- 
interest bonds was so small that the existing Milwaukee General Mortgage bonds, 
secured by a first lien on over 6,000 miles of lines east of the Missouri River and 
which had passed unscathed through the 1927 reorganization, could be given only 
25% in that type of security. Hard cases mean hard treatment even for strong 


divisional issues. 

While the “value” of the particular property subject to the mortgage is given great 
weight in determining the amount and type of reorganization securities to be ex- 
changed for existing bonds, the Commission does not appear to have been very much 
concerned with changes in lien position for the future. For example, in the Erie 
reorganization, the Prior-Lien bonds were obliged to share the new first mortgage, 
to the extent of nearly 50%{, with divisional and junior issues."* Nicety in the preser- 
vation of lien position becomes impracticable in the light of the Commission’s prin- 
ciples of paper satisfaction and its aversion to undue complication of the financial 
structure. Substantially no weight appears to have been given to differences in 
existing coupon rates."** 


7 Chicago, M. St. P. & P. R. Co. Reorg., supra note 8, at 129-131. In spite of this treatment of the 1st 
4%’s, the Consolidated Mortgage bonds of the Milwaukee & Northern, whose main value from the 
standpoint of earnings was in their second lien on the same property, received 25% in new fixed-interest 
bonds. 
™TIn only a few instances has the Commission sought to explain the compensation given or reparation 
required because of changed lien treatment. Chicago G. W. R. R. Reorg., 228 I. C. C. 585, 623 (1938); 
New York, N. H. & H. R. R. Reorg., supra note 14, at 134-135; Erie R. R. Reorg., supra note 32, at 
108-111; Missouri P. R. R. Reorg., Fin. Doc. No. 9918 (April 9, 1940), mimeo. rep. at 22-23. 

748 See, e.g., Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 636-637 (1939) (general mortgage bonds 
bearing 34%, 4, 4%, 4% and 5% interest given like treatment); New York, N. H. & H. R. R. Reorg., 
supra note 14, at 116-118 (New England mortgage bonds bearing 4 and 5% interest given like treat- 
ment). The frequent lack of discussion of changes in rates of interest in the Commission’s current reports 
contrasts sharply with the emphasis placed on relative income position in Bonbright & Bergerman, Two 
Rival Theories of Priority Rights (1928) 28 Cox. L. Rev. 127. See 2 BonsricHt, THE VALUATION OF 
Property (1937) 867-868, for a re-examination of the author’s earlier views concerning the “relative” 
priority theory. Cf. St. Louis-S. F. Ry. Reorg., supra note 14, at 81-83. 
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Claims Secured by Collateral 


Special problems have arisen in the case of claims secured’ by collateral. These 
claims fall into two general classes—collateral trust bond issues, and collateral loans 
by commercial banks, the Railroad Credit Corporation, and the Reconstruction 
Finance Corporation. 

Collateral trust bond issues can likewise be roughly divided into two categories. 
In one class, the bonds are secured in part by the pledge of a smaller face amount of 
senior securities and in part by a junior mortgage lien. Here, the usual treatment has 
been to allot the reorganization securities that would have been issuable in respect of 
the pledged collateral, and to fill out the 100% paper satisfaction with some type of 
junior security.”® In the other class the bonds are secured only by pledge of a larger 
face amount of system securities. A good instance is found in the New Haven reor- 
ganization, where $15,302,600 principal amount of Fifteen-Year 6% Secured Gold 
Bonds were secured by pledge of $23,000,000 principal amount of the Debtor’s First 
and Refunding bonds. Although the principal and interest of the Secured 6s was 
only $18,516,146, there would have been issuable for the pledged First and Refunding 
bonds, $5,635,000, or 20% of principal and accrued interest, in fixed-interest bonds, 
$11,270,000, or 40% of principal and accrued interest, in income bonds, and another 
$11,270,000 in preferred stock, or a total of $28,175,000. The Commission concluded 
that the inflation of the capital structure that would result from issuance of these 
securities would be undesirable, and that the holders of the Secured 6s should be 
required to cut down their participation to the amount of their claim, being com- 
pensated by an appropriate increase in the proportion of higher grade securities. 
Since the fixed-interest and income bonds issuable in respect of the pledged collateral 
would alone have nearly equaled the amount of the claim, the solution had to take 
the form of eliminating preferred stock and increasing the proportion of fixed- 
interest bonds. In other words, the problem was to determine how $18,516,146 must 
be divided as between fixed-interest and income bonds in order to produce a total 
value equal to the value of the $5,635,000 in fixed-interest bonds, $11,270,000 in in- 
come bonds, and $11,270,000 in preferred stock that would have been issuable for 
the pledged collateral. Since the Commission found the evidence inadequate to 
permit such a determination, it cut the Gordian knot by raising the proportion of 
the fixed-interest bonds to be issued in respect of the pledged bonds in the same 
ratio as the amount of the collateral bore to the debt. That is, since the debt was 
secured by approximately 114 times its face amount in pledged bonds, the proportion 
of fixed-interest bonds issuable in respect of the pledged bonds was made 30% instead 
of the 20% applicable in the case of bonds publicly held. This resulted in the issuance 
of $8,452,500 of fixed-interest bonds, or slightly more than 45% of the debt, and the 
balance was made up by income bonds.”° Similar treatment was accorded a number 


75 As in Erie R. R. Reorg., supra note 32, at 116 (Refunding and Improvement bonds). 
7° New York, N. H. & H. R. R. Reorg., supra note 14, at 120-122. 
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of the bank creditors.*7 While the method was admittedly illogical, it seems rea- 
sonably clear that the collateral bondholders were not unfairly treated. This example 
also serves to illustrate why many plans have proposed to limit the ratio in which 
the reorganized company may pledge its bonds. 

The treatment of collateral loans made by commercial banks, the Railroad Credit 
Corporation, and the Reconstruction Finance Corporation has, of course, varied in 
accordance with the nature, amount and value of the collateral. In some cases the 
sheer amount of the collateral has been such that the Commission has awarded 
payment in cash. Thus, in the Chicago Great Western reorganization, it was found 
that, on the basis of the par value of existing bonds held by each, the claim of the 
R. F. C,, principal and interest, was covered 3.28 times and that of the R. C. C., prin- 
cipal and interest, 3.67 times, whereas that of existing bondholders was secured only 
.87 times due to the accumulated interest. Accordingly, the Commission held that 
full cash payment should be made to the R. F. C. and the R. C. C.78 The collateral 
position of the banks and the R. C. C. in the Erie reorganization was likewise deemed 
to justify full payment in cash.?° This does not seem to have been as clear as the 
Commission assumed, at least so far as the R. C. C. was concerned. Although the 
R. C. C.’s collateral would have entitled it to reorganization securities greatly in excess 
of the face amount of its claim, this excess would have consisted almost wholly of 
common stock. In other words, while the money to pay the R. C. C. will come from 
the sale of collateral-trust notes secured by a pledge of securities of the same issue 
as those awarded senior creditors, the benefit of retirement of the loan will inure 
chiefly to junior creditors and stockholders. 

Another situation presented is where a note is secured by salable non-system col- 
lateral. In one case where this had a market value at least approximating the 
face of the note, but the company’s finances were not such as to justify cash payment 
and the sale of the collateral would have been inadvisable from its standpoint, the 
Commission approved the issuance of new short-term notes secured by the existing 
collateral.8° In another case non-system collateral, which was only part of the secu- 
rity, was ordered sold, the proceeds to be applied in reduction of the debt.®* 

A somewhat different problem is presented where the R. F. C., as a condition to 
agreeing to finance a reorganization, has insisted upon better treatment of its claims 
than that to which it would otherwise have been entitled. This is reminiscent of the 
old equity receivership problem as to the extent to which the value of securities 
offered to stockholders might exceed the amount of the new money to be paid. We 
have already referred to the Denver & Rio Grande Western proceeding, where the 
allocation of first-mortgage bonds to the R. F. C. in satisfaction of its existing claim 


7 Id. at 125-126. 

78 Chicago G. W. R. R. Reorg., 228 I. C. C. 585, 617 (1938). 

7 Erie R. R. Reorg., supra note 32, at 118. 

8° New York, N. H. & H. R. R. Reorg., supra note 14, at 122-124 (claims of the R. C. C. and the 
R. F. C.). The I. C. C. rejected as not “fair and equitable” the debtor’s proposal that they merely be 
awarded fixed-interest bonds. 

*? Chicago & N. W. Ry. Reorg., 236 I. C. C. 575, 631 (1939). 
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prevented the making of any such allocation to divisional bonds that were earning 
their interest.8? In the Western Pacific reorganization, on rehearing, the Commission 
awarded to the notes held by the R. F. C., which were secured for the most part by 
junior securities, the same treatment as First Mortgage bonds in consideration 
of (1) the purchase of the new first-mortgage bonds by the R. F. C. at par and (2) the 
value of the collateral securing the notes.®* 

Opinions will differ as to the propriety of this practice. On the one hand, it can 
be said that the new bonds will not sell at par, and that even if they would, an 
investment banker would certainly require a commission for underwriting them— 
if, indeed, an underwriting over so long a period as is involved in a reorganization 
under Section 77 could be obtained at all. Against this, it may be argued that the 
improved position which the R. F. C. is obtaining as to its existing claim may develop 
to be out of all proportion to a fair underwriting fee.** 


We have endeavored to place the subject in its setting, to develop the principles 
applied by the Commission and the few courts that have rendered opinions, and to 
note the major problems that have arisen. More than that has been impossible here. 
If the Rule in Shelley’s Case can not be kept in a nutshell, it is equally impossible 
to discuss critically, within decent limits, the complex problems of distribution in 
railroad reorganizations of the last decade. 

Opinions will differ as to the propriety of the treatment meted out by the Com- 
mission in a particular case or to a particular security. Where sacrifices are being 
parceled out, enthusiasm is not likely over the results. Yet a study of the Commis- 
sion’s reports gives a definite impression of a sincere, painstaking, and, in most cases, 
successful effort to unravel the tangled skeins and to reach a fair result. Certainly 
the Commission’s decisions of the last few years constitute a most important case-book 
for the student of reorganization law. 


52 See p. 433, supra. 

88 Western Pac. R. R. Reorg., 233 I. C. C. 409, 414 (1939). 

®*Tt is one thing to permit preferred treatment to be given to loans made in the past, where the lender 
demands such treatment as a condition to supplying new money unavailable from any other source. In the 
Frisco reorganization, the Commission went much further. There, although no new money was required, 
the Commission recognized “special equities” in the position of the R. F. C. and the R. C. C. as to loans 
made in seeking to avert receivership. St. Louis-S. F. Ry. Reorg., supra note 14, at 48-59. 

In contrast to this favorable treatment received by the R. F. C. is the Commission’s refusal in another 
case to order payment as part of the reorganization of the amount due on trustees’ certificates although 
such payment was in accordance with the conditions of the R. F. C.’s tentative commitment to finance 
in part the cash offers of the debtor’s plan. Akron, C. & Y. Ry. and Northern O. Ry. Reorg., 228 I. C. C. 
645, 667-670 (1938). In the Savannah & Atlanta proceeding one of the chief problems was whether 
the Piedmont Company, owner of all the common stock, over 61% of the preferred stock and about 
41% of the bonds, and proponent of the only plan filed, was entitled, as proposed in the plan, to receive 
all the new common in exchange for the new preferred allocable to it as a creditor and also the con- 
veyance of a valuable waterfront tract. Although the Commission disagreed with the logic of this plan, 
it did not dispute its fairness and declined to interfere with the “business judgment” of the parties. 
Savannah & Atlanta Ry. Reorg., 224 I. C. C. 197, 213 (1937). Cf. British America Nickel Corp. Ltd. v. 
M. J. O’Brien, Ltd. [1927] A. C. 369. 








SOME FINANCIAL AND ECONOMIC PROBLEMS IN 
RAILROAD RECAPITALIZATIONS 


JoszepH R. WaRNER* 


The American railroad capital structure is being remodeled to such an extent by 
the reorganizations now under way that the greatest care and discernment should be 
exercised as to possible consequences to the industry as a whole. It is erroneous to 
assume that the problem concerns the bankrupt lines only, even though these repre- 
sent approximately 30% of the mileage owned and (based on 1936 results) between 
a fifth and a quarter of the gross revenues. The potential consequences of policies 
adopted ramify to the presently solvent lines in a degree which it would appear is 
inadequately recognized. 

The diversity of character between the individual situations, in part inherent and 
in part the consequence of a variety of factors, makes it impracticable to formulate 
hard and fast rules of capitalization which would operate effectively and equitably. 
Fortunately, the difficulties of legislating along this line seem better appreciated and 
legislation heretofore proposed now appears in abeyance. The purpose of this dis- 
cussion, therefore, is not a futile attempt to prescribe rigid rules for the formulation 
of capital structures, but to point out some of the larger aspects of the problem which 
seem to merit especial attention lest, by oversight, irreparable damage be done to 
both the industry and the holders of its securities. Space limitations have confined 
this article to a discussion of the more outstanding features only. 


ToraL CapITaLizATION AND Book VALUE 


Obviously, the over-all capitalization must reflect the corporate picture. But, in 
doing this, sight should not be lost of the fact that the railroad industry is a 
stringently regulated public service enterprise. As such it partakes of characteristics 
which need to be kept in mind both in the public interest and in that of the industry 
itself. 

The Interstate Commerce Commission’s approach to the problem is that of de- 
termining upon a capitalization figure which it deems appropriate in the light of 


* Maintains organization in Newark, N. J., for analysis of railroad operating results and financial 
problems, especially those pertaining to reorganization; acts in advisory capacity to protective committees, 
institutions and railroads. Author of various articles and addresses on railroad subjects including: Reor- 
ganization of the Rail Capital Structure (address, 1933 Convention, Associated Traffic Clubs of America); 
The Mechanics and Prospective Benefits of Railroad Reorganization (address, 1940 Convention, same as- 
sociation); Some Aspects of Present Trends in Railroad Reorganization Practice and Policy (Dec. 1939) 
20 Savincs Bank J. No. 10, p. 7. 
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the record. Beyond directing that the value of any property used in railroad operation 
shall be determined on a basis which will give due consideration to earning power, 
past, present and prospective, and all other relevant facts with only such effect given 
to reproduction and original costs and investment therein as may be required under 
the law of the land, Section 77 is wisely silent on the subject of an appropriate capital- 
ization. This must, under prevailing economic conditions, remain a matter of col- 
lective judgment, tempered by adequate recognition of the limitations of the 
human mind when attempting to forecast the future. 


There is, however, a feature collateral to this subject which it may here be appro- 
priate to discuss. This is the cost at which the property taken over by the new com- 
pany should be set up on its books. In the railroad construction days of the last 
century, book values were largely a derivative of capitalization. In other words, the 
latter rather than the former was the starting point and not infrequently the 
capitalization was a matter of choice or expediency.’ 

If we were now to follow the practice of the early construction days, the cost of 
road and equipment would likely be set up on the books of the reorganized company 
to balance with the capitalization approved by the Commission after due recognition 
of other assets, liabilities and reserves. But that this would be wise or equitable 
seems very doubtful, even though the accounting would conform to the theory of 
cost to the new owner. Original cost of railroad property to the industry itself would 
seem more important than the somewhat fortuitous subsequent cost of segments 
thereof to individual corporations. 

Conservatism may possibly require that, in fixing upon the total capitalization 
issuable in reorganization, realism be the watchword. The directions as to determina- 
tion of value cited from Section 77 point this way. But because recapitalization may 
in some instances have to cut deeper than original cost, it would not seem to follow 
that the Commission’s best guess as to what under present disturbed conditions 
might appear to constitute the most appropriate capitalization, should necessarily 
control the amount set up on the books of the new company as the cost of the 
property. Nothing is gained by adjusting the book value of the property to reflect 
approximately $100, or any other particular figure, per share of new common stock. 


It would seem that the cost of the property as set up on the books ought to be 
tied to something more fundamental and definite than mere human opinion at a 
particular time as to what may appear an appropriate capitalization for a particular 
corporate parcel of a publicly regulated enterprise. Railroad reorganizations take 
place in depressions, not in eras of prosperity. Consequently, the amount of cap- 


* This approach left the door open to inflation of book values. Subsequent reorganizations, however, 
and plowing back by stronger roads of earnings which might have been distributed as dividends, brought 
the net capitalization of the industry as a whole to an amount far below the Commission’s computation of 
original cost. Even if we deduct from the latter the Commission’s estimates of accrued depreciation, the 
balance still exceeds the net outstanding capitalization of the carriers. Likewise, the reproduction cost of 
the properties less depreciation, as computed by the Bureau of Valuation in Ex Parte 123, very substantially 
exceeds the net outstanding capitalization. 
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italization approved may vary widely, dependent upon the mood of the moment as 
to the outlook for the future. 

Broad public policy may require that the cost of property devoted to public service 
should not be overstated. The present regulatory concept in the electric light and 
power industry is toward conforming the accounting records of investment to orig- 
inal cost at the time of dedication to public use with, of course, due recognition to 
additions, betterments and retirements. Conversely, the original cost of property now 
devoted to transportation and taken over by a reorganized railroad company, would 
seem to be the minimum at which it should be set up on the books irrespective of 
what lesser amount of capitalization the regulatory Commission may approve under 
the stress of present economic conditions and outlook. Not only do retirements 
versus replacements and additions and betterments make the property investment 
account trend in the direction of original cost of the property currently in use, but 
this cost, as constructed by the Bureau of Valuation, is a matter of record rather than 
estimate for more than 70% of today’s property. This original cost so set up on the 
books should, of course, be offset on the liability side by the depreciation reserves 
required under the Commission’s accounting regulations.” 

It would seem somewhat at variance with American concepts for the same regula- 
tory commission that fixes rates to determine corporate capitalization largely on the 
basis of the resulting earnings and then to make the property investment record 
conform, after according due recognition to other assets and liabilities, to such a mere 
judgment figure. The fact that the integrity and sincerity of purpose of the member- 
ship of the present Commission is beyond question does not warrant what in principle 
would tend to verge upon a vicious circle. 

It is undoubtedly true that some part of the present railroad plant of the country 
has become obsolete. Conceding that a considerable part of the thin traffic and inter- 
lacing branch lines of the numerous individual companies must ultimately be 
scrapped, the two, investment record and physical property, should go hand in hand. 
If, as and when the Commission is willing to face facts and permit large scale aban- 
donments, then the property account must be reduced. But, until the Commission 
does this, the arbitrary scaling of the investment account below original cost without 
a corresponding elimination of the superfluous property thereby represented, is not 
only unfair to the industry and its security holders, but misleading to the public. So 
long as the latter, through regulatory commissions, requires the maintenance and 
operation of this mileage, the owners of the enterprise would appear entitled to have 
it recorded on the books at no less than the fair original cost of the property currently 
dedicated to public use. This would avoid among other evils, the danger of an 
exaggerated statement of earning power on the investment. 

The excess, if any, of original cost over the capitalization approved by the Com- 
mission should be set up (after due allowance for other asset and liability items includ- 


* Actual confusion has been injected into some of the present reorganizations by the past practice of 
stating equipment book values after reorganization at net (depreciated) figures instead of on the basis of 
cost with’ the offsetting accrual of depreciation on the liability side of the balance sheet. 
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ing reserves) on the liability side of the balance sheet as a reorganization adjustment 
account® purporting to reflect the excess by which assets exceed liabilities, reserves 
and capital. If and when prospective abandonments take place, these might well be 
charged, in whole or in part, to this account (in so far as it suffices) against the 
elimination of such property from the investment account. Ultimately the Commis- 
sion may approve provision of a reserve (chargeable against earnings) for retirements 
and other obsolescence in lieu of the present so-called capital funds.* 

There is, however, a much more vital reason for such a reorganization adjustment 
account reflecting the excess of the property investment at original cost plus other 
assets over the sum of the approved capitalization, reserves and other liability items. 
Abandonments presumably cannot be made without a write-off on account of the 
property retired. If there is no adjustment account such as here discussed, to what 
would the write-off from the property account reflecting abandonments be charged? 
These reorganized companies cannot by the very nature of things accumulate any 
substantial profit and loss account for a considerable period of time. If in the interim, 
a company which would like to effect substantial abandonments of superfluous and 
unprofitable mileage is faced with the problem of thereby incurring a deficit in its 
balance sheet, is this not in itself likely to be a deterrent, if not a possibly controlling 
factor, against the abandonments? Over the last decade we have experienced many 
deferred retirements of obsolete equipment because the current income accounts 
could not stand the write-off reflecting an inadequate reserve.5 The situation here 
would be much worse because there would be no profit and loss account against 
which abandonments of property® could be charged. Prudence and provision for 
the future, therefore, would seem to require an account to which such abandonments 
might be charged lest the very lack of such an account would in itself constitute a 
managerial barrier to the abandonments. It would, therefore, be most unfortunate 
if, in an effort to have the property investment account reflect the approved capital- 
ization (with, of course, due recognition to other assets, liabilities and reserves), the 
Commission were to ignore original cost of the property taken over as the minimum 
at which it should be set up on the balance sheet. 

At best the capitalization approved by the Commission will labor under the 
burden of human fallibility and must inevitably reflect in some degree the state of 
opinion under present world chaotic conditions. If in the future it develops that the 

* The Commission has made provision for such an account in its standard balance sheet, but there 
seems to be a tendency to look upon the question of the basis upon which ‘the investment account should 
be established as largely a matter of accounting detail rather than as fundamental policy. 

“These so-called capital or A&B funds, which are a vital part of present-day plans, were discussed at 


length, together with sinking funds and other features, in an article by the writer in Railroad Reorganiza- 
tion Practice and Policy (1939) 20 Savines Banx J. No. 10, p. 7. 

* To meet this situation the Commission in a number of specific instances approved a direct charge to 
profit and loss of the write-off reflecting this inadequacy 

° The discussion here pertains to the abandonment of mileage and property and not to the retirement 
of equipment. Under the present accounting practice the total write-off of equipment retirements would 
be charged to equipment depreciation reserves even though the amount of the write-off might exceed 
that portion of the accumulated reserve which, upon analysis, would be applicable to the units retired. 
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Commission erred in undervaluing the appropriate amount of capitalization, the 
true picture will not have been lost in obscurity. And the attainment of a reasonable 
rate of earnings on the actual investment would not be misconstrued as an ex- 
travagant return by reason of an understated property investment. Uniformity in 
recording book values would permit true appraisal of the situation at any time. 


Fixep CHARGES AND EARNING Power 


When we turn to the subject of fixed charges and consider these realistically, it 
would seem that the whole enterprise and commitments in connection therewith, 
rather than only the property corporately owned, enters the picture. It is clear that 
fixed charges including rentals cannot be too high in relation to earning power, but 
neither should they be too low because securities carrying a return which is not 
fixed require a higher coupon rate. The determination must be based on collective 
judgment. But this in turn should be founded on an adequate comprehension of 
the earnings picture. Earning power must obviously be the determining factor in 
the approval of an appropriate maximum amount of fixed charges. It behooves us, 
therefore, to examine into this matter of earning power as it may really exist rather 
_ than accept at face value whatever may be the reported earnings under some pre- 

scribed form of accounting. The objective sought is, of course, future earning power. 
The difficulties involved in adequately gauging this are innumerable. But the least 
we can do is to clearly understand and correctly visualize past and present earning 
power as these may bear upon the future, envisaging in the process the scope of the 
operations as such, including property utilized though not owned, without rigid 
adherence to what is comprised within the corporate ownership. Resort to this ap- 
proach leads to a consideration of the problems discussed under the succeeding sub- 


headings. 
The Effect of Variable Maintenance 


First among the distinctions between earning power and reported earnings is the 
effect of variable maintenance. The important part which maintenance plays in 
shaping net can most readily be sensed from the statement that over the last seven- 
teen years, 1923 to 1939, inclusive, maintenance expenditures of Class I roads averaged 
double the amount carried down to net. In the eight-year period 1923-1930 the ratio 
was 1.89 for all Class I roads, 2.29 for seven important lines now in bankruptcy, and 
1.85 for the remaining Class I roads. When we come down to the last six years, 
however, we find that the ratio of maintenance expenditures to net on the bankrupt 
lines averaged six to one whereas that of the other Class I roads averaged only two 
to one. Other evidence confirms the relatively high maintenance on most of the 
bankrupt lines as compared to normal requirements at prevailing levels of traffic. 

It is not here intended to imply that there is any necessary or normal relationship 
between maintenance and net, or that, if the particular roads now in bankruptcy 
were out of the courts, the relationship between their maintenance expenditures and 
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net should reflect no greater proportionate change from the predepression period than 
that which has occurred in the instance of the remaining roads. There are other 
factors which enter into the equation. Among these are taxes, operating rentals and 
relative changes in rate levels. It may, however, be said that, if the maintenance 
expenditures of these bankrupt roads in relation to gross revenues had been stepped 
up proportionately no more than those of the other Class I roads, the ratio of main- 
tenance to net would probably be in the neighborhood of three to one. From 
whatever angle the problem may be approached, it is apparent that the net of the 
bankrupt lines, by reason of the pyramidal effect thereon of relatively heavy main- 
tenance expenditures, is supersensitive to, and will sharply reflect, any appreciable 
change in maintenance policy. The important point here is not whether the main- 
tenance expenditures of the bankruptcy period may have been required by previous 
neglect. The heart of the problem is whether the amount of maintenance charged 
to operating expenses in the period for which the net is accepted as more or less 
indicative of prospective minimum earnings, was in excess of the normal current 
requirements under the volume of traffic and conditions then existing. If it was, the 
earning power of the property under the conditions then prevailing was understated 
by the excess of the expenditure over normal current maintenance requirements. 

A subdivision of this subject of maintenance which in itself has a bearing on 
reported results is that of depreciation. Under current railroad accounting practice, 
depreciation is prorated over the estimated service life of equipment. While some 
part of this depreciation reflects the time element, a substantial part obviously reflects 
usage with its resultant wear and tear. But no consideration is given to the propor- 
tion of the latter involved in apportioning the depreciation requirement to the indi- 
vidual yearly income accounts. The result is that in years of high activity, usage and 
earnings, the depreciation absorbed in operating expenses is probably less than a fair 
pro rata of the prospective useful life consumed in that period. On the other hand, 
when traffic volume, usage and net are low, the expense account has to absorb the 
same amount of depreciation as in a peak year. Consequently, the factor of equip- 
ment depreciation tends to bear heavily upon the reported net of poor years just as 
it tends to weigh lightly upon the operating costs of good. years. 


The Character of Joint Facility Rentals 

Another distinction between the earnings as reported under prescribed accounting 
and a more fundamental picture may be found in the somewhat anomalous treat- 
ment the accounting accords joint facility rentals versus those for leased roads. The 
fault, if such it may be, inheres in Section 77 itself which, following the long estab- 
lished accounting procedure, specifies that fixed charges include besides interest on 
funded and unfunded debt and amortization of discount, “rent for leased roads,”* 
thus by direct implication excluding joint facility rentals from the category of fixed 
charges. It may, therefore, be pertinent to note just what are the distinctions and 
similarities between joint facility rentals and rentals for leased roads. 


*§77(b) (4). 








444 Law anp ConTEMPORARY PROBLEMS 


If Road A leases Road B, the rental therefor is treated as a fixed charge. If, how- 
ever, Road B reserves the right to operate over the segment of its property used by 
Road A, with the rental payable by Road A based on proportionate usage, this rental 
(joint facility) is not treated as a fixed charge but as an operating cost in determining 
net railway operating income.’ The ostensible distinction between these and the 
dissimilar treatment accorded them in the accounting statement, are presumably 
predicated upon the premise that Road A rental varies in proportion to relative usage. 
The significant fact is that although actual usage may vary widely, relative usage 
usually does not. Barring some fundamental change in the relative position of Roads 
A and B, the usage by both roads of the joint segment tends to move more or less in 
unison. Consequently, the rental, although theoretically variable, is in reality largely 
a fixed requirement and to that extent not entirely dissimilar® to the rent paid for 
lease of road which is treated as a fixed charge and not recognized in the determina- 
tion of net railway operating income. The soundness or unsoundness of this differen- 
tiation in accounting treatment, dependent as it is on whether the use of a particular 
facility is exclusive or joint, is outside the purview of this discussion. We are here 
concerned with a proper recognition in reorganization of the fundamental situation 
as we find it rather than in a discussion of what might or might not be a more 
appropriate and consistent handling of the accounting record. 

The relatively fixed character of joint facility rentals irrespective of volume?® 
tends to make the residual net earnings of a road with heavy joint facility rentals 
highly volatile in character. It is a simple story of the deduction of a relatively fixed 
requirement from a variable. And when the earnings of the roads in general are 
depressed for a protracted period of time, the earnings, or more specifically the net 
railway operating income, of roads bearing the burden of heavy joint facility rentals, 
are especially depressed. 

The danger lies in assuming that the extremely poor depression period net results 
of a road having high joint facility rentals is symptomatic of disproportionately low 
traffic volume, adverse operating conditions or inherent deficiencies. In reality a large 
part of the problem in such instances is due to the absorption of joint facility rentals 
in the determination of net, whereas if these rentals were for the exclusive rather than 
joint use of property, they would not be deducted in the determination of net but in- 

* For the benefit of those not familiar with railroad accounting terms, it may be said that net railway 
operating income is the net remaining after deducting all operating expenses including maintenance and 
depreciation, taxes, hire of equipment, and so-called joint facility rentals, of which joint terminals account 
for a substantial proportion. If a railroad owns its own terminal properties, the interest on the bonded 
portion of the cost thereof is not recognized in the computation of net but is included in fixed charges 


as is any other interest. But if the terminal is jointly used by two or more roads on a user basis, the 
rental (joint facility) is deducted in the determination of net. 

° There is, however, this distinction. Taxes paid on leased railroad properties are charged directly to 
the tax account whereas tax payments in connection with joint facilities are included in the rental. 
Consequently, before joint facility rentals can be treated as the substantial equivalent of fixed rentals, 
adjustment needs to be made for the tax factor. 

7° Change in volume here pertains to that reflecting the business level generally rather than to that 
reflecting some change peculiar to one road alone. The latter would, of course, tend to change the pro- 
portionate amount of joint facility rentals paid another line or terminal company. 
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cluded with fixed charges.? And conversely, just as the present accounting practice 
with respect to joint facility rentals tends to present the earning power in a period of 
depression in an adverse light, the net railway operating income of a road with such 
rentals is likely to respond much more strikingly to an improvement in business than 
that of a road whose payments for the use of property of others falls within the 
category of fixed charges. Heed, therefore, should be given to the items which go 
into the determination of net in a particular case and the latter should not be accepted 
literally as all-conclusive and comparable between roads. 


The Character of Equipment Rentals 


What is said here respecting joint facility rentals might be said in ‘substantial 
degree with respect to that portion of equipment rentals which purports to represent 
capital service as distinct from that portion which purports to represent reimburse- 
ment to the owner of the equipment for maintenance and depreciation and taxes. 
However, this much can be said in favor of the present method of deducting equip- 
ment rentals in determining the available net. A substantial part of these rentals, 
viz., the maintenance and depreciation portion, is in fact an operating expense even 
though the capital service portion is not. Also, these rentals should reflect varying 
volume of traffic in greater degree than the joint facility rentals. If the traffic carried 
in refrigerator and tank cars does not move, the railroad has no rental payment to 
make thereon. The reason that hire of equipment rental does not follow the trend 
of traffic volume more closely is largely attributable to the following fact. A road 
originating much traffic and with an adequate complement of cars to handle such 
traffic, may find a lack of demand and a consequent loss of per diem credits in a 
period of low business. When business expands and these cars are more fully utilized 
in shipments off line, they produce credits which tend to offset an expansion in 
private mileage rentals and thus hold down or even decrease the net equipment 
debit at the very time when an expanding traffic would lead one to expect an increase 


in the net debit. 
Income Bonps Versus PREFERRED STOCK 


While failure to accord adequate recognition to the factors discussed above would 
bear initially on the amount of fixed interest bonds the Commission may be willing 
to approve, it also bears on the amount of contingent interest bonds which it may 
deem appropriate. Fortunately, the former prejudice against these has largely dis- 
appeared. The chief problem now seems to lie in determining their appropriate 
amount in each particular case and the specifications as to the terms of the interest 
payments thereon. 


%2To the extent that joint facility rentals after the elimination of the tax factor therein, are for 
practical purposes more in the nature of a fixed charge than operating cost, their inclusion in the earnings 
computation rather than in the fixed charges tends to some inconsistencies as respects coverage factor be- 
tween roads with heavy joint facility rentals and those which are free of this burden. This, however, is 
a less important factor than the phase outlined above. 
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Among the legitimate reasons for this type of security is the fact that these bonds 
are issued against securities which were bought by the original investors as bonds 
and not as stock. Fairness and equity demands that the position of present investors 
be disturbed no more than the minimum necessary to effect a sound reorganization 
in the public interest. To substitute stock for bonds where a contingent interest 
obligation would be justifiable seems to constitute an unwarranted and needless 
violence to the rights of a creditor. Public interest may well involve the substitution 
of contingent for fixed interest, but relegation of a creditor to the level of a mere 
partner should be limited to the extent absolutely necessary. 

Among other valid reasons for retaining the obligation character of a bond, even 
though interest thereon is reduced to a contingent status, is the tax saving as against 
the substitution of stock. To substitute 5% preferred stock for 414% income bonds 
(the prevailing rates adopted in the Commission’s plans) where the latter may not 
be inappropriate, increases the combined income tax and capital service burden upon 
the corporation almost 40% as compared to the requirement on income bonds. 

Admitting that a deliberate effort by a corporation to substitute bonds for stock 
now outstanding in order to avoid taxes may be subject to criticism, this is not in- 
volved in the slightest degree in the present reorganizations. The obligations for 
which income bonds are proposed to be issued in whole or in part, were validly 
issued as bonds and in substantial part under I. C. C. approval. To transform them 
into stock in order to subject to income taxation the earnings applicable to interest, 
would be ironical indeed in a proceeding ostensibly designed, among other things, 
to strengthen the financial position of the industry. 

An optional right to the holders of income bonds to convert into common stock 
is a very different thing from an undue substitution of preferred stock for income 
bonds in the first instance. The conversion right, when it operates, not only concedes 
to individual investors their preference but builds up the equity of the common and 
its prospective value as a financing medium. In contrast, the enforced substitution 
of preferred stock for income bonds beyond the amount reasonably necessary, 
diminishes the potentialities of the common by sharply increasing the servicing and 
tax requirements ahead of it. The differential of almost 40% previously cited will 
increase as tax rates progress upward. 

Probably the clinching argument in favor of the issuance of income bonds rather 
than preferred stock to such extent as may not be unreasonable, is found in the fact 
that the saving between the two, if applied to a live sinking fund on the bonds, 
would retire the entire issue in less than thirty years. This computation is based on 
an assumed retirement at par whereas a large proportion of such bonds, especially 
where the issue is relatively substantial in amount, could undoubtedly be acquired 
much below par and complete retirement thereby accelerated. 

A legitimate limitation upon the issuance of income bonds rather than preferred 
stock would seem the avoidance of such amount of bonds as might bulge out beyond 
the point of reasonableness and, to that extent, tend to create an unbalanced struc- 
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ture. But this last statement should not be misconstrued as implying that the fixed 
interest bonds, contingent interest bonds, preferred and common stocks, should all 
bear some fairly standardized and circumscribed relationship to each other. The 
comparative earning power of different properties and their stability or instability 
(when examined factually rather than superficially on the basis of pro forma results) 
make clear that rational capital structures have to be cut to the individual charac- 
teristics of each property and not to some preconceived standard pattern merely 
because the latter may look more symmetrical on paper. 

The present-day reorganization trend avoids some of the major objections in the 
past to income bonds. In earlier years these frequently contained no protective pro- 
visions with respect to accumulation of unpaid interest. Then the pendulum swung 
the other way and some awkward situations were set up with interest rigidly 
cumulative. The present trend strives toward the happy medium of limiting the 
accumulations to a specific amount, thereby affording reasonable protection against 
undue diversion of earnings while at the same time avoiding accumulations beyond 
prospective ability to liquidate. 


PREFERRED VERSUS COMMON oR CAPITAL STOCK 


Unless it is desired that there be more than one series or strata of income bonds, 
we have left for discussion the categories of seniority, if any, into which the capital 
stock of the company should be classified. Should this capital, which represents 
partnership equity, be split into various classes of seniority, each with clearly pre- 
scribed preferences and limitations, or would it be better to issue it all as simple 
capital stock? 

The necessity of giving due recognition to existing seniority of claims of the old 
creditors falling heir to the stock of the reorganized company is frequently such that 
the qualitative differences cannot readily be adjusted quantitatively. The question, 
therefore, of the appropriateness of issuing some of the capital stock in the form of 
one or more preferred issues of specified seniority rights would seem controlled by ex- 
pediency. This may be unfortunate, but investors have some rights and these should 
not be subjected to any greater relative disturbance than necessary. The same is, of 
course, also true with respect to actual disturbance. The latter, however, seems to be 
one of the first requisites of a reorganization. 

But the mere fact that expediency and the realities of a particular situation may 
necessitate splitting the new stock into two or more categories of seniority does not 
preclude frankly looking the situation in the face. To do so should be a material aid 
in avoiding this subclassification of stock beyond the point necessary to meet indi- 
vidual requirements with respect to the relative seniority position of those claims 
allotted stock in reorganization. 

Railroad preferred stock has always been more or less a hybrid security. The title 
“preferred” has naturally appealed to some investors, many of whom have no doubt 
failed to sense the real place such stock occupies in a complicated financial structure 
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embracing all kinds of senior obligations as well as those like rentals which are not 
disclosed in the balance sheet. Industrial preferreds are usually in a quite different 
class, frequently constituting a first claim on both assets and earnings. But if there 
is any disagreement as to the hybrid character of railroad preferred stock in the past, 
there would not seem much warrant for contending otherwise as respects the pros- 
pective future. If non-cumulative, every year that goes by without receipt of dividends 
is apt to leave the preferred issue but little better off than at the beginning of the 
period. And the so-called capital or A&B funds! tend to contribute to this condition. 
On the other hand, the cumulative feature, even when unlimited, has not added 
much to the market value of the preferred stocks of companies which have been un- 
able to establish a consistent dividend record, even though such accumulations have 
pretty effectively shoved the common further off into thin air. And the preference as 
to assets in vogue for the last couple of decades and being incorporated in present 
plans (many of the old railroad preferreds were preferred as to dividends only) 
likewise seems to have added but little to the market recognition of the senior issue 
although it has further diminished whatever otherwise apparent value might attach 
to the common. 

In short, it is not entirely clear that, as an abstract proposition, there is any appre- 
ciable advantage gained by a railroad company in splitting its capital stock into two 
or three varieties, one superior to another. On the contrary, it would appear to be at 
least an open question whether something is not lost. Common stock which may 
occasionally pay a dividend and at least on the record appears to earn something, 
might conceivably be utilizable for some financing in a prosperous era. No par com- 
mon or capital stock is, or at least should be, available for sale at any reasonable 
figure meeting with I. C. C. approval, irrespective of what may be the book value of 
the previously outstanding shares. Certainly it cannot be so availed of if subordinate 
to a substantial amount of preferred stock when the latter has a sketchy dividend 
record. But neither should it be assumed that the preferred in itself would constitute 
an acceptable financing medium. To be so available, it would have to be salable at 
a market value not too far out of line with its preferences as to assets and dividends. 

To provide that the preferred may participate with the common and especially 
in all earnings in excess of a low rate of dividend on the common, would seem about 
the best way of voiding whatever chance there might be of the common ever serv- 
ing as a financing medium short of the millenium. At the same time this participa- 
tion right would seem to add but little to the prospective usability of the preferred 
issue for financing purposes. A conversion right appears sounder and more logical. 
It offers the preferred shareholder the desired protection against inflation (in so far as 
the railroads might derive any benefit therefrom) while at the same time it builds 
up, if and when exercised, the equity for the common by decreasing the amount of 
senior stock. Convertibility aims in the direction of a single broad class of capital 
stock even though the exigencies of particular situations do not permit this initially. 


12 See note 4, supra. 
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Accordingly, in the light of the uncertain quality of preferred stock and its doubt- 
ful advisability, except as necessities of a particular reorganization require subdi- 
vision of the new capital, it is apparent that there must be severe limitations on the 
extent to which such stocks can be made cumulative. On the other hand, if entirely 
non-cumulative, all earnings otherwise applicable to dividends might be diverted to 
additions and betterments with the common a potential beneficiary of the diversion 
at the expense of the preferred. The present tendency therefore is to provide limited 
accumulations dependent upon earnings which seems about as far as it is possible 
to go, notwithstanding that a modest variation in managerial maintenance policy 
may readily constitute the difference between a substantial rate or no earnings at all 
applicable to the preferred. : 

ConcLusion 


From what has been said?* it must be apparent that any effort to judge the sound- 
ness of a proposed capital structure either before or after the fact, on the basis of the 
ratio borne by each class of security to the aggregate capitalization, is not only futile 
but illogical. To cite but one illustration: joint facility and fixed rentals, for in- 
stance, reflecting property used but not owned, do not enter into the total capitaliza- 
tion or the property investment account. And yet these are vital considerations in 
the determination or limitation of fixed charges. Different factors enter into the 
question of over-all capitalization versus the subdivisions thereof. Earning power, 
although of primary importance from practically all angles, must be gauged broadly 
in the light of all the relevant circumstances and not solely on the basis of whatever 
happen to be the reported results of an arbitrarily chosen period. 

Moreover, when considering future earnings, adequate recognition should be 
given to the fact that the railroad industry may not unreasonably be assumed to be 
in a transition stage at the present time. If and when we get out of the depression, 
traffic and earnings should improve. If, however, the railroads should not share 
adequately in the recovery, this would then be an established fact and not a matter 
of opinion. Under such circumstances the roads would have to adjust themselves 
to the changed conditions. Further strenuous efforts would have to be made to re- 
duce expenses by eliminating duplicated or other services not economically justified. 

18 There are other features which also require the most careful attention in the development of a plan. 
Among these are sinking funds, emergency financing provisions and the possible desirability of a reserve 


chargeable to operating expenses in lieu of the so-called capital or A&B funds. Space limitations preclude 
their discussion here. See note 4, supra. 








THE CASE FOR A SPECIAL RAILROAD 
REORGANIZATION COURT 


Cassius M. Criay* 


As this article is being written, it seems probable that no legislation will be en- 
acted at this session of Congress with respect to the largest of America’s ailing 
corporation-type industries—the railroads. In that event, the particular bills before 
the present Congress,’ and the reasons for their failure, are less important than the 
unanswered question of what, in a democratic government such as ours, can and 
should be done to help the railroads. A well-maintained and economically sound 
transportation system is essential not only for our economic and social well-being 
but also for purposes of national defense. 

Although railroad earnings started to improve even before the outbreak of the 
European War, it is delusive to suppose that the improvement which has occurred 
“will in itself ‘solve the transportation problem’ or render. constructive attempts to 
deal with it unnecessary.” The troubles of the railroads would appear due to a 
variety of causes*—among others: loss of traffic to trucks, airplanes and waterways, 
the slowness of the managements to appreciate that they no longer have a monopoly 
of transportation and to adjust their service and rates accordingly, incredibly complex 
capital structures which interfere with the obtaining of credit for the modernization 
of their equipment and facilities for effective competition, the weakening of some 
of the stronger systems by ill-advised purchases of stock of other railroads in the 
boom days, higher taxes and costs of operation, loss of export markets, the decentral- 
ization of big business which has progressed with increasing momentum during the 
last decade, and the fundamental fact that with a nation-wide system of highways 

* A.B., 1918, LL.B., 1921, Yale University, Member of the Kentucky and New York Bars. Member 
of the legal staff of the Reconstruction Finance Corporation, in charge of legal section on Railroads since 
1932, with present title of Assistant General Counsel of the Corporation. Author of several books, in- 
cluding: Pustic Uriniry Recutation—A CruciaL ProspLeEM IN CONSTITUTIONAL GOVERNMENT (Holt & 
Co., 1932); WHat SHatt We Do asour THE RatLroaps? (Ransdell, Inc., 1939). 

This article is written entirely in the author’s private capacity and not in his official one. 

* For legislation pending at the beginning of the 3d Session of the 76th Congress, see Dembitz, 
Progress and Delay in Railroad Reorganizations since 1933, supra p. 394, . 13. 

7 ICC, 53d Ann. ReEp., (1939) 5. 

* See Fifteen Percent Case, 1937-1938 (Ex Parte No. 123), 226 I. C. C. 41, and particularly Com- 
missioner Eastman concurring, at p. 144; Report oF EMERGENCY BoarD APPOINTED SEPT. 27, 1938. 
UNDER §10 oF Rartway Lazor Act; ICC, 52d Ann. Rep. (1938) 1-25; ICC, 53d ANN. Rep. (1939) 
5-16; Hearing before the Special Subcommittee on Bankruptcy and Reorganization of the House Com- 


mittee on the Judiciary, on S. 1869, 76th Cong., 1st Sess. (1939) Ser. No. 11, Pt. 2, App. B (hereinafter 
cited as “House Hearings’’). 
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and improved waterways the country does not need as many railroad lines today as 
it did a generation ago. 

The question of what, short of government ownership, the government should 
do in the circumstances, was brought to the attention of the 75th Congress through 
the medium of the President’s White House Conference on Transportation in 
March, 1938, and his subsequent Special Message of April, 1938, entitled “Immediate 
Relief for the Railroads,” with which he transmitted the report of a special com- 
mittee of three members of the Interstate Commerce Commission, Commissioners 
Eastman, Mahaffie and Splawn, together with the various comments and suggestions 
thereon of the other conferees.* 

Those familiar with the facts realize that the so-called railroad problem cannot 
be satisfactorily met solely by the improvement of reorganization procedure. With 
the railroads no longer enjoying the monopoly of transportation they once had, it 
would seem in the public interest that competition between railroads be reduced, 
so they may compete more effectively with newer rivals.5 Substantial economies 
could doubtless be realized through consolidations, if means can be found to meet 
the objections of labor, concerned with the prospective loss of jobs. The position of 
labor on this score is perhaps less serious than the division of opinion as to the wis- 
dom of consolidations prevalent among the railroad executives, some of whom are 
motivated by considerations no less personal than those of labor.® 

If, however, it be true that the salvation of the railroads is to permit them to 
consolidate so they can compete more effectively with trucks, airlines, etc., then a 
solution of the railroad problem must await the reorganization of the 30% of the 
mileage of the country which is now involved in court proceedings, as well as the 
reorganization of other mileage which, for various reasons, is having difficulty meet- 
ing its fixed charges. Consolidation by a road in reorganization with another not in 
the same system, simultaneously with their reorganization under Section 77, presents 
such a multiplicity of problems as not ordinarily to be feasible.’ 

There can be no dispute, moreover, as to the need of getting the roads that are 
now involved in court proceedings reorganized. A peculiar characteristic of the 
railroad industry, as contrasted with manufacturing-type industries, has always been 

“H. R. Doc. No. 583, 75th Cong., 3d Sess. (1938). 

® See Cay, WHat SHALL We Do asout THE RarLroaps? (Ransdell, Inc. 1939). The original form of 
this little book was a memorandum, circulated privately, upon request, among the members of the U. S. 
Chamber of Commerce’s Conference on Transportation, held in the Fall of 1938, and furnished later in 
the same year to the Railway-Executive Labor Committee of Six. 

*See popular discussion by Craven, Railroads Under Pressure (Dec. 1938) 162 ATL. MonTHLY 767. 

™ See ICC report and order, Jan. 19, 1939, Chicago & N. W. R. R. and Chicago, Milwaukee, St. P. 
& P. R. R. Reorgs., Fin. Doc. Nos. 10881, 10882, refusing to reopen hearings to consider a new plan 
providing for the consolidation of those systems. The Commission said (mimeo. rep. at 5-6): “The 
difficulties of preparing a plan for a consolidated reorganization would be multiplied, as would also the 
questions of law and fact sure to arise. The number of persons, interests and communities that would 
be affected by consolidation makes it certain that it could be approved, if at all, only after very extended 


hearings. Where so many communities are affected, years would be taken to abandon lines and settle 
the other questions that are necessarily involved.” 
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the large capital investment involved and the high level of fixed charges. And con- 
nected with this is a striking aspect of the railroad problem—the large number of 
companies now involved in reorganization in bankruptcy or in equity receivership.® 

From the standpoint of its effect upon general economic activity, a huge railroad 
system in the process of reorganization is like a man in a hospital on a diet. It is 
denied financing itself as a healthy road can, since trustees’ and receivers’ certifi- 
cates can only be issued for limited purposes. Likewise, though it may spend more 
on health-cures and doctors’ bills than a road that is struggling to meet its bond 
interest and keep out of the hospital, it has not the freedom, possessed by other 
companies, which are not in the hospital, to adapt itself to competition. 

The prospective adjournment of Congress without effective action looking to- 
ward a solution of the railroad problem, the unlikelihood of any substantial change 
for the better in the basic conditions confronting the railroads, and the failure of 
Section 77 of the Bankruptcy Act!® to provide a fully satisfactory reorganization 
procedure!4—all increase the need for the improvement of existing railroad reorgan- 
ization procedure. The experience of the past seven years and the failure to get 
even a single system reorganized and out of court, calls for more direct thinking 
about the future of our transportation system. It calls for streamlining of our bank- 
ruptcy procedure, so that the needs of the future, whatever they may be, can be 
met, and met effectively. The problem is of national importance, calling for national 
action in the creation of a special court charged with the duty of devoting its full 
time to the task of getting insolvent roads that are now being run by the courts back 
into private hands. 

In the space allowed to present the need for a special railroad reorganization 
court, we shall briefly review the background of the proposal, the advantages of such 
a tribunal as contrasted with the obvious defects of Section 77 in its existing form, 
and the reasons why the creation of such a court would be a step in the right 
direction. 

BACKGROUND OF THE PRoposaL FoR A SPECIAL CourT To 
Hanpie RarLroaD REORGANIZATIONS 

The suggestion that a special court be created to consist of specially qualified 
judges with jurisdiction in railroad reorganization cases, antedates the enactment of 
Section 77 in its original form. Under date of January 31, 1933, the legislative com- 
mittee of the Interstate Commerce Commission, in a letter to Senator Daniel O. 
Hastings, replying to his request for the Commission’s views on two bills which in 


® See HapLey, RaiLroap TRANSPORTATION (1885) c. III. 

* See Dembitz, supra note 1, at 394-396. 

2° 49 Stat. 917 (1933), as amended, 11 U. S. C. A. §205.- 

11 Since §77’s enactment, on March 3, 1933, the reorganization of not a single Class I railroad has 
been completed thereunder. (Class I railroads are those having annual operating revenues above 
$1,000,000.) Though on Jan. 10, 1940, and March 26, 1940, plans of reorganization were confirmed 
for, respectively, the Chicago and Eastern Illinois and the Chicago Great Western—roads having ex- 
tremely simple capital structures—nevertheless, as of the present date (June 1, 1940), no application 
had been made in either case to the I. C. C. for its approval of the R. F. C. loans, in each case one of the 
mecessary steps to the successful effectuation of the reorganization plans. 
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a somewhat modified form later became Section 77, indicated that the proposed bills 
did not go far enough. This Committee stated in part:! 


A thorough-going reform of reorganization procedure in the public interest would go to 
this root of the matter, and would entrust the working out of an equitable and effective 
reorganization from the beginning to some well-informed, well-equipped, and disinter- 
ested branch of the public service, just as has been done to some considerable extent in 
the case of banks and insurance companies. This could be done through a special court 
created for this single purpose, or through a special department of the Commission like- 
wise created for the purpose. We have no doubt that capable and experienced men could 
be employed, in part permanently and in part temporarily, by such a court or department 
who would be able to perform adequately and efficiently, and at much less cost, the work 
which would be performed under either the Senate or the House bill by” the trustees, 
reorganization managers, and their counsel. [Italics added.] 

The legislation which you are considering is, in short, hybrid legislation. It recognizes 
the evils in the present system of reorganizing railroads, but instead of dealing with these 
evils at the source, it attempts to correct them by means of coordinate regulation. The 
Commission is to act as a corrective of possible errors of a preoccupied and perhaps inex- 
perienced court, and together they are to watch and supervise, with the aid of the trustees, 
the process of formulating and procuring agreement to a plan of reorganization. 

We should prefer to see an attempt made to deal more fundamentally with this mat- 
ter, but we realize that the time is short, if anything is to be done at the present session, 
and that the need for action is urgent. We realize, also, that legislation of the more 
thorough-going character which we suggest would involve so radical a change in accus- 
tomed procedure that it would meet with the resistance which all such changes encounter, 
and would probably entail long discussion. 

That the establishment of a special railroad reorganization court be considered 
was again recommended by the Interstate Commerce Commission itself early in 
1938.48 At the White House Conference on Transportation in March, 1938, such a 
tribunal was recommended by at least two of the conferees, Mr. Henry Bruere, 
President of the Bowery Savings Bank of New York,'* and the then Chairman of 
the Securities and Exchange Commission, now Mr. Justice Douglas.’® Later in the 
same year it was again recommended by the Railway Executive-Labor Committee 
of Six. At hearings before committees of the Senate’? and the House,’* the pro- 
posed court was endorsed by Mr. Jesse H. Jones, then Chairman of the Reconstruc- 
tion Finance Corporation and now the Federal Loan Administrator. It is reported 
that Senator Wheeler, co-sponsor with Senator Truman of railroad legislation in the 


Senate, had other important administration support for the proposal. 

12 Letter reprinted in Hearings before Senate Committee on Interstate’‘Commerce on S. 1869, 76th 
Cong., 1st Sess. (1939) 288, 297-298 (hereinafter cited as “Senate Hearings’). 

48 Under date of March 24, 1938, three members of the I. C. C., in a report concurred in by the 
full Commission, one member absent, reported to the President as follows: “Possibly the establishment 
of one court to have charge of railroad reorganizations may be desirable.” The President communicated 
this suggestion to the Congress in the following words: “. . . they suggest the establishment of a single 
court in charge of reorganizations.” H.R. Doc. No. 583, 75th Cong., 3d Sess. (1938) 1, 33. See also 
House Hearings, Pt. 2, p. 14. 

7H. R. Doc. No. 583, supra note 13, at 64. 28 1d. at 58-59. 

4 REPORT OF PRESIDENT’s COMMITTEE TO SUBMIT RECOMMENDATIONS UPON GENERAL TRANSPORTATION 


SiruaTion (Dec. 1938) 25-28. 
*" Senate Hearings, 313-323. 18 House Hearings, Pt. 1, p. 921. 
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ADVANTAGES OF EsTABLISHING A SPECIAL TRIBUNAL 


In the 76th Congress, provisions for the establishment of a special railroad reor- 
ganization court were contained in separate bills introduced in the Senate’® and 
House.?° Limitations of space prevent a detailed analysis of these bills, or of the 
House bill? introduced late in the present session as a substitute for the bill passed 
by the Senate in the first session. Criticism of particular provisions contained in 
these bills—such as the so-called capitalization standards contained in the Senate 
bill??—is of questionable value unless such criticism is made for the purpose of 
developing a satisfactory railroad reorganization statute. Since, on the contrary, 
much of the testimony given before the committees of Congress would appear to 
have been aimed more towards the obstruction of any affirmative action, rather than 
towards constructive assistance in improving the existing statute, it becomes impor- 
tant—if the case for a special railroad reorganization court is to be stated fairly—to 
outline briefly its advantages. 

(1) The creation of a special railroad reorganization court composed of specially 
qualified judges will relieve the federal district courts of a class of cases which im- 
pose a heavy burden upon their time and attention, and should result in the consum- 
mation of sounder reorganization plans. The federal district courts are courts of 
general federal jurisdiction. In them, a railroad reorganization case may be preceded 
or followed by one in tort or contract; an income-tax fraud case, by one involving 
real estate titles. The average federal district judge is necessarily handicapped in 
handling a matter involving such specialized problems as a railroad reorganization.?* 

Serious, from the standpoint of the national economy as a whole, has been the 
failure of the district courts (due, undoubtedly, in most cases, to the other demands 
upon their time and to lack of previous experience in similar cases) to inquire into 
and consider the financial soundness and feasibility of plans that are presented, as 
well as their fairness and equity. Many of the roads now in the courts are repeaters 
—that is, in the past, reorganization has succeeded reorganization with the regularity 
of a planetary movement. Undoubtedly, some of these roads, because they operate 
either under intense competition or where traffic is thin, or for both reasons, are nat- 
urally weaker than their stronger rivals. Too often, however, subsequent insolvency 
is traceable to a preceding reorganization from which the road emerged without an 
adequate medium for new financing or with a capitalization larger than it was able 

*°S. 1869, 76th Cong., 1st Sess. (1939). 

°°H. R. 2531, 76th Cong., rst Sess. (1939) tit. III. 

21H. R. 9447, 76th Cong., 3d Sess. (1940). 


*? §77(u), as amended by S. 1869. 
*° Evidence of this is the tendency of the federal district courts which have jurisdiction of such cases 


to refer consideration of plans to a special master. Cf. Order of Judge Luther B. Way, Oct. 2, 1939, 
Seaboard Air Line Reorg., Ct. Rec., pp. 15358-9, stating that the questions arising therein “‘would de- 
mand the devotion of an amount of time to such detail not available to the Court because of its numerous 
other problems and duties, administrative and judicial.” 

Even on questions of administration arising prior to consideration of a plan, it has been the practice 
in some of the district courts, e.g., in the Erie, Missouri Pacific, Frisco, and Rock Island cases under §77, 
to refer such questions to a special master. 
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to support®* or even larger, in certain instances, than before it became involved in 
court proceedings.?® ; 


(2) A special court is designed to promote a closer brigading®® of the adminis- 
trative finding with the judicial process than is permitted by the present bankruptcy 
statute. This is most desirable, especially in instances where value becomes the test 
of fairness. With the accent which Congress as well as the Supreme Court?’ has 
placed upon the fairness of the plans of reorganization, to the disregard as a practical 
matter of a sale at an upset price, the central problem where a plan is contested is 
value—that is, the value of the property as a whole for purposes of reorganization, 
the value of particular issues of securities dealt with by the plan, etc. “Value,” need- 
less to say, “is a word of many meanings.”?® 

In the form originally enacted, Section 77 contained no valuation standards. It 
likewise was defective in that it was impossible within the language of the statute, 
to obviate submission of the plan to existing classes of stock for their acceptance or 
rejection without a previous finding by the court that the debtor was insolvent.?® 
Although the authors of the 1935 revision of Section 77 sought to remedy these mat- 
ters by providing that “if it shall be necessary to determine the value of any property 
for any purpose under this Section” the Interstate Commerce Commission shall de- 
termine such value,®° the conclusiveness of such a finding has not yet, five years 
after the passage of the 1935 Act, been passed upon by the Supreme Court. It is 
now at issue in the Western Pacific reorganization,*! the first case involving a Class I 
railroad in which the plan approved by the Commission has met with opposition 
from the debtor corporation. 


** As in the case of the 1927 reorganization of Chicago, M., St. P. & P. R. R. For details of this 
reorganization, see LowENTHAL, THE INvEsToR Pays (1933). 

*5 See statistical analysis of 31 reorganizations of Class I railways, 1914-1933, D. Philip Lécklin, 
ICC Bureau of Statistics (not considered or adopted by ICC). This study discloses that in these 31 
equity cases the aggregate capitalization was reduced less than 10%. Eight came out with larger capital- 
izations than before reorganization. The net reduction for the 31 was less than the reduction in invest- 
ment in road and equipment plus improvements on leased railway property. Only two of the eight 
cases in which the capitalization was increased occurred before the Transportation Act, 1920. 

2° See Mr. Justice Frankfurter in Palmer v. Massachusetts, 308 U. S. 79, 87 (1939): “The judicial 
process in bankruptcy proceedings under §77 is, as it were, brigaded with the administrative process of 
the Commission.” (Italics added.) 

*7 See §77(e), requiring the judge to be satisfied that the plan “is fair and equitable”; §77(d) re- 
quiring the I. C. C. to approve a plan “that will in its opinion meet with the requirements of subsections 
..» (e).” See also National Surety Co. v. Coriell, 289 U. S. 426 (1933); First Nat. Bank v. Flershem, 
290 U. S. 504 (1934); Taylor v. Standard Gas & Elec. Co., 306 U. S. 307\(1939); Case v. Los Angeles 
Lumber Products Co., 308 U. S. 106 (1939). 

*8 Mr. Justice Brandeis, dissenting, in Southwestern Bell Tel. Co. v. Public Service Com’n, 262 U. S. 
276, 310 (1923). 

*° Apparently, insolvency in the bankruptcy sense. See Bankruptcy Act, §1(15): “A person shall 
be deemed insolvent . . . whenever the aggregate of his property, . . . shall not, at @ fair valuation, be 
sufficient in amount to pay his debts.” (Italics added.) 

%° §77(e) last par. 

*? Although a hearing in this case on objections to the I. C. C.’s plan was held by the District Court 
Jan. 22, 1940, no decision is likely until after a hearing, which has been postponed from June 3 to 
August 5, 1940, on allowances to be made to parties. The I. C. C.’s order fixing maximum limits thereon 
was made May 27, 1940. 
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(3) Without such a closer brigading, the completion under the present statute of 
plans, even though relatively far advanced, is imperilled. Inclusion in the present 
act,8* as in the Transportation Act, 1920,°* of a mandate to the Interstate Commerce 
Commission to give effect to certain elements of value, involves a risk that if, as in 
the O'Fallon case,°* the courts determine that the Commission has applied those 
standards incorrectly, much of its work in other pending reorganizations may have 
to be done over, with the effect of postponing indefinitely the completion of plans 
in the latter cases, though these may be relatively far advanced. 

(4) Dual litigation, for which the present statute affords too many opportunities, 
would tend to be minimized, were a special court created. The Interstate Commerce 
Commission, experienced in administering the LaFollette Valuation Act of 1913 and 
with its specialized knowledge of railroad matters, has been realistic, in the plans 
which it has approved, on such matters as total capitalization and the amount of 
fixed charges which reasonably might be supported, drastically reducing these where 
excessive.2> The existing act places upon the Commission an extremely difficult bur- 
den in requiring it, before certifying the plan to the court, to decide controverted 
issues of law which only a court can determine with finality. In so providing Con- 
gress has saddled the Commission with a function beyond its capacity as an adminis- 
trative body, for, no matter how financially sound may be the plan worked out by 
the Commission, it is without power to make the plan binding. Should the courts 
determine that an error of law has been committed by the Commission, the whole 
plan can be upset.** Throughout the time hearings on the plans are being held be- 
fore the Commission and until it certifies a plan to the court, the Commission and 
the court are thus placed in a dilemma. Since Section 77 requires the court, if it 
disapproves the plan, to refer the plan back to the Commission for further proceed- 
ings,°” a continued shuttling of the case between court and Commission is theoret- 


ically possible. 


*2 §47(e) last par.: “If it shall be necessary to determine the value of any property for any purpose 
under this section, the Commission shall determine such value and certify the same to the court in its 
report on the plan. The value of any property used in railroad operation shall be determined on a basis 
which will give due consideration to the earning power of the property, past, present, and prospective, 
and all other relevant facts. In determining such value only such effect shall be given to the present 
cost of reproduction new and less depreciation and original cost of the property, and the actual investment 
therein, as may be required under the law of the land, in light of its earning power and all other rele- 
vant facts.” 

It is to be noted that under the above provision it is not necessary to have a determination of value 
in every case. 

*§ §15a(4), 49 U. S. C. §15a, directing that in determining values of railway property for purposes 
of recapture the Commission “shall give due consideration to all the elements of value recognized by the 
law of the land for rate-making purposes, and shall give to the property investment account of the carriers 
only that consideration which under such law it is entitled to in establishing values for rate-making 
purposes.” 

**St. Louis & O'Fallon Ry. v. U. S., 279 U. S. 461 (1929). 

®° Statement of Mr. F. W. Walker, House Hearings, Pt. 1, p. 660, Ex. No. 4. 

*° See Commissioner Splawn, concurring, in Chicago & N. W. R. R. Reorg., Fin. Doc. No. 10881 
(Dec. 12, 1939) mimeo. rep. at 160: “If a stockholder could convince the court of the existence of an 
equity to which he has just claim, the court would immediately set aside any order of this Commission 
purporting to interfere with such an equity.” 87 §77(e) par. 2. 
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More serious to date have been the delays in settling mixed questions of law and 
fact while one or more plans are still before the Commission.. With jurisdiction split 
between the Commission and the court, and the parties free to litigate the same 
questions or different phases of related problems contemporaneously before both, no 
satisfactory technique for meeting this problem has been evolved, as is evidenced in 
the Rock Island and New Haven reorganizations,** in which the volume of litigation 
has been equally staggering.®® 

(5) Expedition of proceedings, one of the primary purposes of Section 77, would 
be promoted by the creation of a special court and the adjudication of unsettled issues 
of law. Section 77 had as a primary purpose the reduction of the delays and expense 
which had characterized previous railroad reorganizations.*° The 1935 revision, while 
it introduced some improvements, is procedurally more complex than the original 


°° Cf. the following extracts from colloquy between counsel and court in the Rock Island case, in a 
hearing before Judge Wilkerson on April 11, 1940, on petition of Choctaw Committee for payment of 
interest. “Mr. Vernon: We filed a plan. We spent a lot of time, we had hoped when we agreed with 
the Commission back in March, 1938, we agreed we would file a plan, and at that time it was our hope 
that we would be able to get an agreed plan. We have just about as many rules as we have Judges as to 
what the Court should really do in these cases before the plan comes before the Court. Evidently the Con- 
gress intended that about all the Court should do was to try and preserve the status and conserve the prop- 
erty until the Commission had worked out a plan, and this statute does not work in very well with a 
proceeding which has been going on over a period of seven years . . .” (Transcript, p. 153). “The Court: 
I presume that is true. A Judge hardly knows what to do with these questions that come up, whether to 
take them and decide them or just simply do nothing about it until the plan is submitted . . .” (éd., 
p. 154). “The Court: It is quite a puzzle in those cases for a Judge to know just what he has to do 
before the plan comes .. .” (ibid.). 

On the other hand, Judge Hincks, on petition for Order No. 369 in the New Haven case, stated: 
“. . . I take into account the following facts: that the expense was occasioned by the successful defense 
of a claim of prior lien on system property included within the scope of the contemplated reorganiza- 
tion; that an adjudication of the resulting controversy was a prerequisite to an accurate and intelligent 
appraisal of the treatment accorded in our proposed plan to the property affected. . . .” (Italics added.) 
Ct. Rec. p. 6472. See also his memorandum decision declaring §77 constitutional on petition for declara- 
tory judgment. In re Scofield, Ct. Rec. p. 1021. 

*° Some indication of the amount of litigation in each of these proceedings is shown by the following 
contested matters on which appeals have been taken. The list does not purport to be complete, and lower 
court decisions are omitted. 

Appeals in the Rock Island Reorganization: Continental Ill. Nat. Bk. & Trust Co. v. Chicago, R. I. 
& P. Ry., 294 U. S. 648 (1935); Lowden v. Northwestern Nat. Bk., 298 U. S. 160 (1936); In re 
Chicago, R. I. & P. Ry., 90 F. (2d) 795 (C. C. A. 7th, 1937); In re Chicago, R. I. & P. Ry., Wise v. 
Chicago, R. I. & P. Ry., 90 F. (2d) 312 (C. C. A. 7th, 1937), cert. denied, sub. nom. Bankers Trust Co. v. 
Wise, 302 U. S. 717 (1937); U. S. v. Lowden, 308 U. S. 225 (1939); In re Chicago, R. I. & P. Ry., 
Beebe v. Cheston, Chase Nat. Bk. v. Cheston, 108 F. (2d) 410 (C. C. A. 7th, 1939); In re Chicago, 
R. I. & P. Ry., Blaine v. Cheston, 110 F. (2d) 395 (C. C. A. 7th, 1940). 

Appeals in the New Haven Reorganization: In re New York, N. H. & H. R. R., C. C. A. 2d, Dec. 
30, 1936; Connecticut Ry. & Ltg. Co. v. Palmer, 305 U. S. 493 (1939);\Connecticut Ry. & Ltg. Co. v. 
Palmer, 109 F. (2d) 568 (C. C. A. 2d, 1940); Old Colony R. R. v. New York, N. H. & H. R. R., 98 
F, (2d) 670 (C. C. A. 2d, 1938), cert. granted in part, sub. nom., Palmer v. Palmer, 305 U. S. 578 
(1939), dented in part, id. 660; New York Trust Co. v. Palmer, 101 F. (2d) 1 (C. C. A. 2d, 1939) 
Merchants Nat. Bk. v. New York, N. H. & H. R. R., 102 F. (2d) 923 (C. C. A. 2d, 1939); Bankers 
Trust Co. v. New York, N. H. & H. R. R., 104 F. (2d) 1018 (C. C. A. 2d, 1939); Palmer v. Palmer, 
104 F, (2d) 161 (C. C. A. 2d, 1939), cert. denied, 308 U. S. 591 (1939); Palmer v. Massachusetts, 308 
U. S. 79 (1939); Bankers Trust Co. v. Palmer, 109 F. (2d) 136 (C. C. A. 2d, 1940); Warren v. 
Palmer, 60 Sup. Ct. 865 (1940). 

There are several other New Haven cases in which appeals have been taken to the Circuit Court of 
Appeals, 2d Circuit, which, so far as can be told, are still pending. 

“° See Continental Ill. Nat. Bk. & Trust Co. v. Chicago, R. I. & P. Ry., 294 U. S. 648, 685 (1935). 
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Act. But both have failed to justify the hopes that speedy reorganizations would 
result—and, among other reasons, this is due to the absence of established judicial 
precedents. 

Transferring to a special court, created for the purpose, of the jurisdiction now 
exercised by the district courts, together with a more appropriate separation of the 
functions of the Commission and the court, would be primarily a procedural reform 
to unify and systematize railroad reorganization law by judges with expert and 
special knowledge of the problems and with opportunity to devote their full time 
to the consideration of the issues presented in each case. 

Moreover, if, as in both the Senate and House bills pending in the present Con- 
gress, a special court is established having a rank comparable with the circuit courts 
of appeals, with provision for direct appeal to the Supreme Court, final adjudications 
will be obtained much more satisfactorily, than is now possible with jurisdiction 
spread among some 85 district courts and 10 circuit courts of appeal. This will be 
true not only as to questions of statutory construction, but likewise as to the more 
elemental issues, most of which,*! after more than seven years, have not yet been 
conclusively determined in the courts. Because of the lack of uniformity of ap- 
proach in the several district courts the existing system imposes an undue burden of 
uncertainty and expense upon the parties to a Section 77 proceeding. 

Under the Judicial Code, the Supreme Court can, of course, be petitioned for a 
writ of certiorari in the event of conflict between two circuits on the.same point. 
But the concept of a “conflict” is technical and not designed to promote the unifor- 
mity that is particularly desirable under a new code of reorganization procedure, 
such as Section 77 established in lieu of the equity precedents. Again, a direct con- 
flict between circuits seldom occurs simultaneously. A large element of chance is 
involved. Meanwhile, established precedent in one circuit is of doubtful authority 
in another. In these circumstances, as federal practitioners are aware, appeals are 
frequently taken to the circuit court in the hope that a conflict will develop which 
will afford a ground for taking the case to the Supreme Court for a settlement of 
the issue. However, since the court’s jurisdiction is limited to the case in which 
certiorari is granted, it cannot grant relief to those who have lost out in other cases 
where the time for appeal has run. Thus, it is the last litigant who profits from the 
ill fortune of his predecessor in another circuit.** 

The reasons for the long delays in Section 77 cases are discussed elsewhere in 
this issue in detail.4* Regardless of other causes, there can be no question that the 
Interstate Commerce Commission has been seriously hampered by the lack of estab- 
lished judicial precedents systematizing the law under Section 77. It was not until 
1938, more than five years after the passage of the original Act, that a district court 


*? E.g., the conclusiveness of the I. C. C.’s determination of value. 

*3 See Hankin, The Logan Bill (1938) 27 Ky. L. J., 1, 24. The Logan Bill, S. 3676, 75th Cong., 
3d Sess. (1938), discussed in this article provided for a special court to hear appeals from various federal 
commissions. It is to be distinguished from the Logan Bill, S. 915, 76th Cong., 1st Sess., passed by the 
Senate July 18, 1939. “8 See Dembitz, supra note 1, at 407. 
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decision was obtained on a plan, stating that the rule of the Boyd case applied to 
proceedings under Section 77.4 So vigorously did debtor interests deny the applica- 
bility of this rule to Section 77 that the whole Commission listened to argument on 
the question for two entire days in November, 1937—some four and a half years 
after the statute’s enactment.*® 

It must be realized that the Commission, by virtue of its being an administrative 
agency, is not well equipped to decide questions of this sort. Of the eleven Com- 
missioners, taxed to capacity by their multitudinous other duties involving transpor- 
tation, only four, according to testimony before the House Judiciary Committee, 
were ever practising lawyers.**® While the Commission has expedited its considera- 
tion of cases and, with the increased skill of its staff in such matters, the quality of 
its reports has improved, the bulk of these on reorganization plans has been issued 
since the introduction in Congress of bills for the establishment of a special railroad 
reorganization court. 


SOME OF THE ARGUMENTS AGAINST A SPECIAL Court EXAMINED 


Editorial limitations prevent an extended discussion of the objections which have 
been urged to the creation of a special railroad reorganization court. Some will be 
briefly noticed: 

(1) It is wrong to create a court for a specialized purpose. This argument does 
not even appear to have the precedent of our Anglo-Saxon institutions. The estab- 
lishment of new courts to adjudicate specialized classes of controversies has been a 
frequent occurrence. From time to time new courts have been created to deal with 
new problems, or problems which required different treatment from the usual run of 
cases that come before courts of general jurisdiction. Referring to English legal 
history, a recent writer has observed :*7 


“* Memorandum opinion of Judge Barrett, Savannah & Atlantic R. R. Reorg., Feb. 5, 1938. 

“5 The issue was presented in both the Spokane International and the Western Pacific reorganizations, 
Nov. 16-17, 1937. 

“° Hearing before the Special Bankruptcy Subcommittee of the House Committee on the Judiciary on 
H. R. 10387, 75th Cong., 3d Sess. (1938) 83-84. 

“7 See Hankin, supra note 42, at 6: “From the earliest days of English history to the present, new 
courts with new judicial procedures have sprung into being, to take care of the constant growth and 
changes in the law,” referring to 1 Hotpswortu, History oF ENciisH Law (3d ed. 1922). 

The earliest, perhaps, of the English courts were the communal courts, consisting of the sheriffs’ and 
the coroners’ courts. A second important group of local courts, established to meet specialized needs, 
were the franchise courts, divided by Holdsworth into five principal classes: (1) special courts for the 
royal forests, which became obsolete with the repeal of the forest laws}, (2) landowners’ courts, some 
of which were merged with the High Courts of Justice under the Judicature Act of 1873; (3) Borough 
Courts, still recognized in the Municipal Corporations Act of 1835; (4) Courts of the Stanneries, main- 
tained by mining interests and surviving to some extent to as recent a date; and (5) courts of the 
universities which retained criminal jurisdiction until 1879. A third great group of courts, once power- 
ful, included the feudal and manorial courts which became obsolete in the 18th century. 

Other examples of specialized courts were (a) the Maritime Courts which adjudicated not only 
maritime questions but also actions for or against foreigners, their jurisdiction being gradually assumed 
by the Courts of Admiralty; (b) the Courts of the Fairs and Boroughs, dealing chiefly with the law 
of domestic trade; and (c) the Court of the Staple which concerned itself with the law of foreign trade. 
The last great type of special tribunal was the ecclesiastical courts, though mention should be made of 
the Court of the Constable and Marshal, superseded after 1689 by courts martial. 
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In some instances, the new tribunals served their purpose, the special problems disap- 
peared, and the courts were abolished. At other times, the new problems became crystal- 
lized into definite rules of law which could be as easily administered by the courts of 
general jurisdiction, with which the special courts became consolidated. 


Though this country is younger than England, and consequently has a briefer 
legal history, the constitutional power of Congress to establish such inferior federal 
courts as may from time to time be required to meet new needs is beyond question*® 
—one of the many examples of the amazing foresight and wisdom of the framers 
of the Federal Constitution. Nor, has Congress heretofore not availed itself of its 
privilege under the Constitution. The Customs Court is an established part of our 
federal judicial system.*® In some of the states, surrogates’ courts, domestic relations 
courts, juvenile courts, and the like are familiar examples of a similar development 
of special tribunals for special purposes. 

(2) It is wrong to create a special court to meet the problem of a particular in- 
dustry. This is a variation of the preceding argument. But for more than fifty years 
Congress has dealt with the railroads as a particular problem. From the passage of 
the Interstate Commerce Act in 1887 to date the regulation of railroads has been 
entrusted to an administrative tribunal, specially created for the purpose. That a 
railroad reorganization involves different questions than other corporate reorganiza- 
tions was recognized by Congress in 1933 and again 1935, in the enactment and 
revision of Section 77 of the Bankruptcy Act. 

(3) The creation of a special court is too great a step sian * “centralization” of 
power. This argument overlooks the power over railroad reorganizations that Con- 
gress has already centralized in the Interstate Commerce Commission. It overlooks, 
also, the little-realized centralization of judicial power in railroad reorganizations, 
without the attendant benefits of a tribunal specially created to handle railroad re- 
organizations. Though, under Section 77, original jurisdiction is conferred on some 
85 federal district courts, three judges, two sitting in St. Louis, exercise jurisdiction 
over more than half the mileage involved in proceedings under the Act.®° These 
three judges are charged with the custody of railroads which spread from Pensacola 
and the Mexican border on the south, to the Canadian border on the north, and to 
the Pacific Coast. Questions that arise under Section 77 relate, for the most part, to 
the Bankruptcy Act, or to the Interstate Commerce Act—both subjects of federal 
law. There is no valid reason why a qualified special court cannot pass on these 
questions with as great a degree of competence, and, in addition, have as keen an 
appreciation of local conditions and the needs of the shipping and traveling public 
in a particular community as one of the three district judges in question.5* 


“°U. S. Consr., Arr. III, §1, vesting the judicial power “in one supreme court, and in such inferior 
Courts as the Congress may from time to time ordain and establish.” 

*° Established in 1922 to deal with the application of the tariff laws. Mention should also be made 
of the Court of Claims established in 1855, though the latter is not a constitutional court. Reasons why 
the United States Commerce Court, established in 1910, was abolished in 1913 are discussed in House 
Hearings, Pt. 2, p. 102. 5° House Hearings, Pt. 2, p. 20. 

** Moreover, under S. 1869, §4(b), provision is made for decentralizing ordinary matters of adminis- 
tration by imposing on the appropriate federal district court, subject to review by the special court, such 
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(4) A special court could not handle the volume of work which would be im- 
posed upon it. This, obviously, is not an argument against the merits of the proposal 
to create a special court. That a court which specializes in a particular class of con- 
troversies is able to dispose of more cases than a court of general jurisdiction, having, 
in addition the adjudication of a great mass of other cases, is a demonstrated fact.52 
Furthermore, the fact that such a court can devote its whole time to a particular 
task is not the only benefit to be derived. For one thing, where the ‘cases that come 
before a court are of a particular class, they can be disposed of with less effort. Again, 
a special court would have all the cases before it and, therefore, would soon come to 
recognize sparring for position on the part of interests that still hope for a restoration 
of earnings above the 1935-1937 level.5* Because the opportunities for dual litiga- 
tion, already referred to, would be reduced by establishing a special court, the de- 
mands upon it should likewise be less time-consuming. Certainly, a special court 
would be in a position to handle its work more expeditiously than are the federal 
district courts and the Interstate Commerce Commission which are each charged 
with a myriad of other duties. 

(5) To establish a special court now, with so many cases before the Interstate 
Commerce Commission either completed or nearing completion, would be “swap- 
ping horses” in the middle of the stream. There would be considerable force to this 
argument were the special court more likely than the district courts to upset what 
has already been done by the Interstate Commerce Commission.5* Under the 
House bill no swapping of horses was involved so far as the Commission was con- 
cerned, since the main effect of that bill was merely to substitute a special court for 
the district courts and to eliminate the possibility of the shuttling of plans by per- 
mitting the special court to modify in a proper case the plan certified to it by the 
Commission.> Under the Senate bill,®* the possibility of any serious wastage of the 


of the duties and power of the latter “in connection with the actual operations of the properties in the 
course of the receivership, trusteeship or reorganization of the railroad corporations involved” as to the 
special court “may be considered necessary and proper for prompt and expeditious handling.” 

52 Thus in one year, 1936, the Customs Court was able to dispose of some 71,492 cases. In the same 
year all of the federal district courts disposed of 141,167 cases. Rep. Att’y. Gen. (1936) 117, 157. In 
one year, 1936, the Court of Claims disposed of 473 cases. In the fiscal year, 1936, the total number of 
cases disposed of by the various circuit courts of appeals (including the Court of Appeals for the District 
of Columbia), sitting in panels of three, was 3,526, an average of 235 cases per panel. Hankin, supra 
note 42, at 10. 

58 The handicap under which the average court labors in a railroad ‘reorganization case was recog- 
nized by the late Chief Justice Taft, when Circuit Judge, in an address before the American Bar As- 
sociation: “Courts usually have so much to attend to that they do not and cannot investigate the weight 
or validity of reasons for delay in causes when not brought to their attention by complaint of some of 
the parties.” Taft, Recent Criticism of the Federal Judiciary (1895) 18 A. B. A. Rep. 237, 263. 

54From the present prospects most of the plans involving Class I railroads will be contested in the 
courts. As of the present writing, objections have been filed to the Commission’s plans in the Western 
Pacific, Chicago & North Western, Missouri Pacific, and Denver & Rio Grande Western cases. 

55H. R. 2531, 76th Cong., rst Sess. (1939) tit. III. 

°S. 1869. Under this bill the judicial process in bankruptcy proceedings would continue to be 
“brigaded with the administrative process of the Commission,” since the Commission would continue 
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work already done by the Commission in pending cases might readily have been 
prevented by amendment, such as was suggested in the hearings.57 

(5) The creation of a special court would involve an unconstitutional mingling 
of judicial and administrative functions. ‘The witness at the hearings before the 
House Subcommittee who advanced this argument, urged that a special court, such 
as was provided for in S. 1869, would be unconstitutional, because, in certain circum- 
stances, such court could propose a plan.5* He overlooked that, in a railroad reor- 
ganization case, the crucial judicial question is the fairness of the plan, and that, 
under the existing provisions of Section 77,5° if the district court disapproves the 
Commission’s plan, it must, in effect, set forth the requirements of what in its opin- 
ion is a fair and equitable plan since it must write an opinion setting forth its objec- 
tions to the Commission’s plan. It is not fair to assume that the members of a 
special court, appointed by the President with the advice and consent of the Senate, 
will disregard constitutional inhibitions. 


When analyzed, the issues which underlie the proposal for a special court are 
broad ones. First, are we to have sound railroad reorganizations? Obviously, we 
shall not unless the court handling the case is in a position to bring an informed 
judgment to its adjudication. Secondly, can railroad credit be restored in time to 
cure what constitutes a dangerous gangrene in our whole economy? It can be re- 
habilitated in a substantial degree by putting the railroad house in order and taking 
out of the courts those roads which are ready for reorganization. To accomplish 
this expeditiously, we need a reformed reorganization procedure, including the 
creation of a special railroad reorganization court. 

In many respects, the continuance of the railroads, over the longer term, under 
private ownership and operation, depends upon a solution of their financial diff- 
culties. At the present time access to the private capital market is denied to all but 
the strongest roads.°° The involvement of so many roads in reorganization proceed- 
ings, without visible prospects of an early termination, is a depressing influence on 
the railroad bond market. The ability of other roads to finance themselves awaits 
not only an improvement of their earning power but a simplification of their capital 
structures. For roads which can no longer qualify for loans from the Reconstruction 
Finance Corporation, there is no likely alternative except a reduction of fixed 
charges, unless Congress amends the present Reconstruction Finance Corporation 


Act.® 


to have the important duties of determining the maximum capitalization of the reorganized company, 
maximum fixed charges, etc. 

®7 See the author’s statement before the House Subcommittee and the amendments proposed by the 
R. F. C., House Hearings, Pt. 1, pp. 529, 922. 

58 Mr. Leslie Craven in House Hearings, Pt. 2, pp. 243-245. 5° See §77(e). 

°° Exclusive of terminal companies, the bonds of which were guaranteed, only two railroads—the 
Chesapeake & Ohio and the Wheeling & Lake Erie, both roads. of high credit rating—sold publicly 
offered issues of railroad bonds during the calendar years 1938 and 1939. 

** Under §5 of the Reconstruction Finance Corporation Act, as amended, not only must a railroad ap- 
plying for a loan from R. F. C. offer “full and adequate security,” but likewise the I. C. C. must find 
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With an industry of the size and importance of the railroads, with the intimate 
relationship between this industry and the entire economic structure of the country 
and the national defense, and with well-nigh universal agreement as to the national 
interest concerned, it is hard to see why the opposition of specialized and conflicting 
interests should be allowed to block steps aimed to enable the railroads to put their 
own house in order so that they can meet the necessities of the new transportation 


age in which we live. 


that the road can reasonably be expected.to meet its fixed charges, “without a reduction thereof through 
judicial reorganization.” This finding is required in all cases except in case of “loans made for the main- 
tenance of, or purchase of equipment for.” If the R. F. C. purchases railroad bonds, “the price to be 
paid” must be approved by the I. C. C. and the latter must certify as to earnings. 








THE JUDICIAL AND ADMINISTRATIVE 
MECHANISM OF SECTION 77 


Leste CRAVEN* 


Among the most important amendments to Section 77 of the Bankruptcy Act* 
proposed at the last two sessions of Congress, are those which involve what court 
shall be charged with the performance of the judicial functions in the administration 
of the Act,.and what shall be the relative functions of this judicial tribunal and the 
Interstate Commerce Commission. These amendments, and the considerations 
underlying them, are the subject of this discussion. 

Such legislation must, of course, be framed with a recognition of the inherent 
peculiarities of the work at hand. One of the most important of these peculiarities is 
that the reorganization of a railroad affects the public interest. The public is in- 
terested in the unimpaired capacity of the railroad to render efficient and economical 
service. An unreasonable capital structure, which burdens the property with excessive 
charges and threatens it with financial disruption, is clearly inconsistent with that 
public interest. As a corollary, the public interest requires the provision of a capital 
structure which will contribute to the good credit of the railroad and thus permit 
securing the necessary new capital from time to time through appropriate mediums 
for future financing. It has been generally conceded that the equity reorganizations 
effected before the passage of Section 77 did not adequately meet these necessities, 
and this was one of the reasons offered for the enactment of the section. Actually, the 
public interest also requires such a reorganization of the physical operations of the 
property as will tend to improve and protect its economic integrity by releasing it 
from the deadweight of unproductive facilities through abandonments and from 
excessive competition through consolidations. If the process were rightly arranged, 
this kind of physical reorganization would precede or accompany the corporate re- 
organization. But the domination of legislation for the railroads by labor, and the 
politicians’ willingness that the economic efficiency of the property be sacrificed for 
the protection and providing of employment, apparently makes such action impos- 
sible. Attention is thus being given only to corporate reorganizations, whereas atten- 


* A.B., 1909, J.D., 1911, Leland Stanford University. Member of the New York Bar. Member of the 
firm of Miller, Owen, Otis & Bailly, New York City. As counsel for Joseph B. Eastman, Federal Co- 
ordinator of Transportation, proposed the comprehensive revisions of Section 77 enacted by Congress in 
1935; in 1939 appeared in hearings on S. 1869, as representative of creditor interests; professor of law, 
Duke University Law School, 1932-1934; valuation counsel of western railroads, 1918-1932. Contributor 
to legal periodicals. 

* Bankruptcy Act, §77, 11 U. S. C. A., §205 (hereinafter referred to as “Section 77”). 
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tion should likewise be directed to operating reorganizations designed to effect 
economic stability. The assumption thus is that, regardless of the shallowness of the 
water, you can make a boat float by merely reducing its draft, that soundness can be 
created by reducing capitalization without increasing the earnings. 

A second major aspect of railroad reorganizations is the technical nature of the 
questions involved in the determination of the size and character of the new corporate 
structure and of the allocation to the claimants entitled to participate of the securities 
permitted under the authorized capitalization. The fundamental question is what 
economic substance presently and prospectively exists in the property and how that 
substance may fairly be divided among those security owners whose interests have 
not been wiped out by irremediable shrinkage of the economic substance. While 
legal questions are involved, the answer rests primarily in very technical fact con- 
siderations. These have to do with such issues as the cost, value and earning power 
of the property as a whole, and of the component parts separately subject to the 
various mortgage liens. The value of the component parts must be weighed both 
from the standpoint of what they contribute to the railroad system as a whole and 
what value they would have if severed. Similar analysis and conclusions as to ter- 
minal properties and leased lines are necessary. These issues are technical and involve 
considerations peculiar to the industry. It would be a mistake to regard them as 
primarily, or simply, legal questions, to be readily handled by a court not familiar 
with the railroad technique. 

These considerations indicate that the aid of a trained and technical agency is 
required for the best administration of these cases. When Section 77 was enacted, 
it was believed that the courts had shown themselves unable to discern the unsound- 
ness of plans presented to them by persuasive private groups not primarily concerned 
with the public interest. The courts had been too much inclined to approve, without 
careful scrutiny, plans accepted by large votes of the controlling interests. Con- 
sequently Section 77 required the Interstate Commerce Commission to pass on all of 
the elements of the plan. Because of its experience and its other similar functions, 
the Commission was the natural choice of Congress. The Commission was given an 
important role. Under the provisions of Section 77, the court can approve a plan only 
when it has had the Commission’s approval.? Plainly, this arrangement secures the 
desired reform. But it has the defect that the required concurrence of the two 
separate agencies upon the plan may result in delay. While, in the hearings before 
the House and Senate committees, no one was able, nor attempted, to establish that, 
in any of the relatively simple cases which by now have reached the courts, there 
actually has been substantial delay because of such disagreement, the arrangement 
probably does involve some hazard. Should there be such a dual responsibility in 
both the Commission and the court? In view of the technical character of the de- 
terminations, should they be entrusted to the federal district courts or to a special 
court? 


* §77(d). 
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The several bills presented to the House propose different answers. S. 1869 which 
passed the Senate in 1939 was prepared by the legal staff employed by the Senate 
Committee on Interstate and Foreign Commerce in connection with its investigations 
of railroad financing and has been under consideration by the House Committee on 
the Judiciary at the present session. It vests in the Commission the determination of 
those elements of the plan which affect the public interest, which determination 
shall be final if sustained by substantial evidence.* This framework is to be prescribed 
by the Commission after hearings to be held before any plans are submitted to the 
court. The Commission is specifically enjoined to disregard the questions pertaining 
to the distribution of the authorized securities to the various classes of creditors and 
stockholders and is to make its determination of the detail of the capital structure 
in abstracto. With this prescription of the capital structure before it, the court then 
holds hearings and considers the provisions of the plan allocating the authorized 
securities to the respective claimants, without the benefit of the Commission’s views 


as to that phase of the reorganization.® 

While Section 77 vests jurisdiction in the ordinary federal district courts, S. 1869 
provides for a special reorganization court composed of five members,® to be located 
at Washington,’ and to combine both administrative and judicial functions, the court 
being empowered to promulgate its own reorganization plans. The theory of the 
bill is that a specially qualified court can properly be substituted for the specially 
qualified commission in handling this part of the plan. 

The bill® proposed for the consideration of the Judiciary Committee by Hon. 
Walter Chandler (formerly chairman of the Subcommittee on Bankruptcy and 
Reorganization of the House Committee on the Judiciary) is quite different. It 
assumes that the primary responsibility for the reorganization should be placed in the 
court, which, however, shall act with the advice of the Commission. The Commis- 
sion is required to hold hearings and to pass on all the elements of the plan.1° The 
court is then free to approve a plan in disregard of the Commission’s*! report. 
Plainly, the purpose of this proposal is to secure expedition through the elimination 


* §77(d), as amended by S. 1869, 76th Cong., 1st Sess. (1939), p. 40, provides that the Commission 
at the initiation of the reorganization shall determine the expectable future average income upon which a 
plan may safely be based and the maximum total capitalization, fixed charges, amount of fixed interest 
bearing debt, cumulative contingent charges, non-cumulative contingent charges, amount of contingent 
interest bearing debt, and cumulative dividend requirements. Such determinations are basic to the 
reorganization standards set forth in subsection (u) and, when fixed, would definitely fix the capital 
structure, { j= *| 

The page references to S. 1869, herein, are to the House Committee Print of June 1, 1939, a Com- 
parative Print of S. 1869 as it passed the Senate and existing law. 

“§77(d), as amended by S. 1869, p. 41. 

®Id., pp. 42-43. *S. 1869, §2(a), p. 2. 

7 Id. §3, p. 5. ® Id. §13, p. 78. 

® Committee Print of the Committee on the Judiciary of the House, entitled “A Bill to Amend Section 
77 of the Bankruptcy Act by Substituting Chapter XVI Therefor,” 76th Cong., 3d Sess. (1940) (hereinafter 
referred to as the “Chandler Draft’’). 

*° Chandler Draft, §943, p. 57. ** Id. $949, P. 59, $951, p. 60. 
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of the need of any concurrence between the court and the Commission, and through 
the substitution of the primary responsibility of the court for a dual responsibility in 
both the court and the Commission. 

Mr. Chandler’s draft would also materially strengthen the court’s own machinery, 
but without going outside the existing structure. It does this by providing for a 
special three-judge court to be convened in each case, two members to be circuit 
judges'*—a provision similar to the special court procedure now employed in injunc- 
tion cases. 

H. R. 9447, introduced in the House by Hon. Charles F. McLaughlin who suc- 
ceeded Mr. Chandler as chairman of the Subcommittee on Bankruptcy and Reor- 
ganization of the House Committee on the Judiciary, presents another alternative. 
It adopts the three-judge court proposed by Mr. Chandler** and reaches a midway 
position with reference to the functions of the court and the Commission. All of the 
testimony as to the plan is to be heard before the Commission and the Commission 
is to state in its report findings prescribing substantially the same elements of the 
capital structure as are required in S. 1869.1* ‘These findings as to the public-interest 
aspects of the plan “shall be prima facie conclusive and every presumption of cor- 
rectness shall be indulged in favor of such findings.”!® The findings of the Commis- 
sion with reference to the allocation of the authorized securities among the claimants 
are protected by no such presumption, and the court is left free to modify the plan or 
to approve a different plan, as it may find to be required by the facts or the law.1® 
H. R. 9447, based upon the subcommittee’s consideration of the several bills just 
discussed and the testimony heard by the subcommittee in protracted hearings at 
which there was a full presentation of views, is apt to be reported out favorably by 
the House Committee on the Judiciary and to be considered by the House as the 
basis of future legislation. 

What form such legislation should take is now a question to be considered in 
light of the present advanced status of the pending cases. The weighing on a theoret- 
ical plane of the advantages of a technically informed commission as compared with 
a special and technically informed court must be subordinated to the practical con- 
siderations that we now have a technically informed and fully staffed commission 
fully functioning on reorganization matters and that there would be delays as well as 
hazards (due to the chances of the selection of inappropriate personnel) were a 
special court now to be established. By the time Congress adjourns this year, the 
Commission will have certified to the respective courts its completed plans in cases 
involving 90% of the mileage of the railroads in bankruptcy.’* In the hearings before 

12 Td. art. VII, p. 20. 

18H. R. 9447, art. VII, p. 16. 1* Id. §943, pp. 46-47. 

18 7d., p. 47. *° Id. §949, p. 48, $951, Pp. 50. 

17 House Hearings, Pt. 2, p. 239-240. The references herein to “House Hearings” are to the Hearing 


before the Special Subcommittee on Bankruptcy and Reorganization of the Committee on the Judiciary, 
House of Representatives, on S. 1869, 76th Cong, 1st Sess. (1939) Ser. No. 11. 
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the Senate and House committees there appeared representatives of the trustees, the 
stockholders, the creditors, the Reconstruction Finance Corporation, the labor unions, 
and the staff which has conducted the investigations into railroad finance carried on 
by the Senate Interstate Commerce Committee, among others. None of these interests 
made any attack on the soundness of the general principles employed by the Com- 
mission in its work. Were the Commission’s principles fundamentally unsound, or 
consistently unfair to any of the various interests thus represented, the fact would 
have been made known. It is true that S. 1869 provides new standards which would 
base the capitalization on the capitalized earnings of the last twelve years,1® and 
which would produce reductions on the capitalization exceeding the drastic reduc- 
tions which have been made by the Commission. But this proposal was so poorly 
supported by the Senate committee staff as to receive no support from any other 
interest, and falls far short of demonstrating the unsoundness of the Commission’s 
work. Practically then, there seems to be little ground for substituting at this time a 
special judicial agency for this technical quasi-judicial agency, as S. 1869 proposed. 

Nor can any very accurate conclusions be drawn with reference to whether a plan 
which looks for technical skill to a special court is preferable to one which relies upon 
a commission; because, while the question is readily debatable and the theoretical 
considerations pro and con fairly obvious, such considerations are actually out- 
weighed by the practical question of what men the appointive power would select 
for such a new court—and that no man knoweth, not even a clairvoyant. It is, of 
course, the motivation, energy, and intelligence of the men who constitute such 
agencies which fix their standard of performance. Of this, the ill-fated Commerce 
Court is proof. However theory may have indicated the expected efficiency with 
which it might have accomplished its purpose, the personnel selected was, ap- 
parently, actually responsible for its failure. The Interstate Commerce Commission 
is a trained and experienced agency of fifty years’ experience, and has that intimate 
knowledge of the railroad problem which no court, even if a special court, could 
have initially or could attain without long training and experience. It is, further, 
above politics, and it, and its friends, have vigorously resisted any attempt to subvert 
its objective-mindedness, the significance of which will appear from consideration 
of the apparent purposes of some of the proponents of a special court. 


Whatever might be the merits of a special court, as an original question to have 
been considered in 1933, certainly the particular kind of special court proposed in 
S. 1869 and as explained by Mr. Max Lowenthal who drafted the bill, had nothing 
to recommend it. The purpose of S. 1869 was the reorganization of the railroads 
according to new standards which were prescribed in the bill’® and which were so 
drastic as to have required the rejection of all that the Commission had done and 
the rewriting of its plans according to newly imposed standards. The drastic capital 
reductions intended to be accomplished by this program are indicated by the table 


18 §77(u)(3), as amended by S. 1869, p. 76. *° §77(u), as amended’ by S. 1869, pp. 73-77. 
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in the footnote.?° If such a destruction of property values has actually occurred and 
should now be recognized in a reduced capital structure, the reductions should be 
made in accordance with the law of the land. But they should be made by the 
objective-minded processes of a judiciary free from political pressure. The essence 
of the railroad problem lies in the simple issue whether, under the democratic process 
with its criss-cross of tensions from pressure groups, our railroad regulation can ex- 
press enough intelligence to allow the railroads to survive. Railroad labor, whose 
political power enables its domination of railroad legislation, is manifesting an active 
interest in the reorganization of the railroads?! on the assumption, supposedly, that a 
marked reduction of railroad debt and fixed charges will allow the diversion to the 
wage earners of a greater part of the railroad earnings. Against this background, 
Mr. Lowenthal’s blunt explanation of the purpose of a special court stands in bold 
relief. He said before the Senate Committee on Interstate Commerce: 


In the second place, this special court will be functioning in Washington, to a large 
extent, immediately under the eye of Congress. Whatever one may want to say of it, I 
think it is fair to say that that has a salutary effect.2? 

Such a court would be under the eye of Congress with respect to a matter of national 
concern, because I think that what has been said so far this morning has made it quite 
plain that sound railroad reorganization is a matter of national concern.2? 


*° Table taken from House Hearings, Pt. 2, p. 243, being a comparison of the capitalization authorized 
in reorganization plans by the Interstate Commerce Commission or its examiners, with the 12-year earn- 
ings capitalization basis as proposed in S. 1869, and the Interstate Commerce Commission valuation. 























Common 12-year aver- Commision 
Interstate Commerce Bonds and no-par age capital. | cost of repro- 
Commission or ex- preferred stock, ized at 5 per- ang ae 
aminer’s report stoc number cent plus — 
of shares (S. 1869) | and working 
capital 
(1) (2) (3) (4) (5) 
Milwaukee.......... RRMININNOR Sos is. obs. we $339,489,000 2,915,214] $249,680,000| $648,659,000 
Northwestern........ Interstate Commerce 329,074,000 1,208,998] 246,000,000] 656,298,000 
Commission. 
Rock telah .. 0.5454 URMNINIEIPE oc oo 5's ss oc 179,357,000 1,271,406] 211,700,000] 421,546,000 
SS Seance” OR Rn re 251,359,000 2,554,736] 277,560,000] 385,070,000 
Missouri Pacific....... Interstate Commerce 423,722,500 1,367,846] 343,160,000] 494,920,000 
Commission. 
New Haven.........4 Joh ea ©365,000,000).......<+..00.- 347,790,000] 423,520,000 
cae BMP Ebr glakgs ci vhe asi Ss 177,898,000 621,022] 190,920,000] 244,119,000 
Western Pacific....... Interstate Commerce 65,819,000 319,441] 33,250,000] 98,956,000 
Commission. 








* Total capitalization. 


reports of the Commission and its examiners. 


(1939) 114. 
28 Ibid. 








— i 1 2 d (3) were secured from the Bureau of Finance and are taken from the 
eS ee ne ee SY The data in columns (4) and (5) are taken from the table 
found on page 779 of the printed hearings before the House committee. 

31 House Hearings, Pt. 1, pp. 487 et seq., 594 et seq., 707 et seq. 
23 Hearings before the Senate Committee on Interstate Commerce on S. 1869, 76th Cong., 1st Sess. 
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I think there is great value, however, in giving a court that is under the eye of Congress 
the responsibility for seeing that things go well even in the small matters, the so-called 
local matters.?4 


This court, from Washington, would have supervised the actual operation of 30% 
of the mileage of the country, such bureaucratic and centralized responsibility ap- 
parently being regarded as desirable for the right conduct of “local matters.” 

In order to accomplish the purposes of the proposed legislation, this “court” was 
to be half court and half administrative agency, was to combine both judicial and 
nonjudicial functions, provision being made that the “court” should have power to 
promulgate its own plans for the reorganization.?® It was to be staffed with a bureau 
of experts, legal and otherwise, in order that it might perform its nonjudicial 
functions.*® The proposal that the “court” promulgate its own plans was unconsti- 
tutional. Nonjudicial functions cannot be conferred upon the “constitutional” courts 
of the United States, that is, upon the courts which are the depository of the judicial 
power of the government, a power which, under Section 1 of Article III of the Con- 
stitution “shall be vested in one supreme court, and in such inferior courts as the 
Congress may from time to time ordain and establish.”*7 The court proposed would 
clearly have been a constitutional court in this sense.?® 

This confusion of functions was, it seems, thoroughly undesirable. The “court” 
would have been empowered by the statute to “promulgate its own plans” for sub- 
mission to itself. They necessarily would be adverse to the interests of many of the 
parties appearing before it. This impairment of the judicial function, together with the 
proposed deliberate subjection of the court to political influence, deprived the pro- 
posal of the support of practically all those who appeared before the House com- 
mittee.?® The proposal was to sacrifice sound principle for power. 

There is no apparent reason to set up a special court now for the purpose of this 
litigation. It is better to strengthen the judicial machinery without going outside 
the existing structure. Mr. Chandler’s proposal of a three-judge court was incor- 
porated without substantial change in H. R. 9447, which provides for the creation of 
a special court in each case by the addition to the district judge of two circuit judges.*° 
This proposal comes from the precedent of the procedure in injunction suits. The 
district judge continues in the administration of the operation of the property, and 
has the support of two circuit judges upon the approval of the plan,** the tentative 
form of which is prepared by the district judge,*? and upon other major problems of 
especial difficulty, such as the selection of the trustees,°* the allowance of compensa- 

* 1d. at 123. 

*5S. 1869, §13, p. 78. we dd: $2,500.53; 

*7 Keller v. Potomac Electric Company, 261 U. S. 428 (1923); Muskrat v. U. S., 219 U. S. 346 (1911); 
Gordon v. U. S., 117 U. S. 697 (1864). 

%8 Ex parte Bakelite Corporation, 279 U. S. 438 (1929); O’Donoghue v. U. S., 289 U. S. 561 (1933). 
For a thorough argument with reference to the various phases of the proposal of S. 1869, see House Hear- 
ings, Pt. 2, p. 237. 2° 7d., p. 248. 


°° H.R. 9447, §851, p. 16. ** Id. §§950-953, PP. 49-52. 
*2 1d. §949, p. 49. 59 Td. art. IX, pp. 17-20. 
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tion and expenses** and other important matters upon which the district judge may 
seek assistance.*® Within the existing judicial structure, the ‘hand of the court is 
strengthened. This is enough where the Commission, as a technical agency, long 
experienced, has brought to the consideration of the plans that technical insight 
which theoretically might be possessed by a special court. 

What then should be the scope of the Commission’s function? Should it pass 
on all the elements of the plan, or only on those affecting the public interest? 

Under the provisions of Section 77 the Commission passes on every element of 
the plan. Its findings are final in that the court cannot approve a plan which has 
not had the approval of the Commission.** Two objections have been urged against 
this arrangement: that it tends to create delay by requiring a concurrence of both 
tribunals and that it makes the Commission’s decision final on what are purely 
judicial questions. It is argued that while the Commission might properly have such 
authority with reference to the determination of the capital structure, the allocation 
of securities involves merely private rights, with reference to which the Commission 
(a nonjudicial body) should act merely as adviser or, as provided in S. 1869,°7 should 
not function at all. 

The first objection has merit. While in the simple cases which thus far have 
reached the courts, the Commission has acquiesced at once in the courts’ modifica- 
tions of the Commission’s plans, yet it would seem that, in a complicated case, the 
necessity of agreement on every point of the plan might well produce substantial 
and embarrassing delay. It seems appropriate that, with reference to the provisions 
dealing with the allocation of securities, the court should have the power to modify 
the plan as the evidence or law may require, without a reference back to the Com- 
mission. 

As to the second of these objections: As intimated in our opening paragraphs, the 
fact determinations underlying the prescription of a proper capital structure—these 
being the elements of the plan affecting the public interest—are nevertheless of a 
technical character. They involve an understanding of the earning power of the 
property and of its parts, which is provable ordinarily by complicated and quite 
unsatisfactory formulae and other evidence which bears upon the severance and con- 
tributive value of mortgaged divisions, and the appraisement of terminals and 
leased lines. These questions are complicated with the consideration of the fairness 
of through-rate divisions, rate adjustments, the adequacy of maintenance, and various 
accounting problems. It is probably appropriate that the Commission’s findings 
should be protected by presumptions, as far as due process permits, and be subjected 
only to a limited review by the court. This was the effect of the amendments pro- 
posed by S. 1869** and H. R. 9447.°° 

Both bills, however, place the allocation among the claimants of the securities 
authorized by the prescribed capital structure in a different category on the assump- 


847d. art. XIX, pp. 61-65. *5 Td. §852, p. 16. 
*° §77(d). 57 Td., as amended by S. 1869, p. 41. 


*8 §77(d), as amended by S. 1869, p. 40. 8° H. R. 9447, §943, Pp. 47. 
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tion that the allocation involves primarily legal questions of private right. Thus, 
S. 1869 deprives the Commission of any power or duty to pass upon such alloca- 
tions,*° and H. R. 9447 leaves the Commission merely in an advisory position.‘ 
These proposals rest on a distinction that is more plausible than real. In the allocation 
of the securities certain legal questions involving questions of private right are 
involved, of which the best examples are such as pertain to the priority of liens and 
the difficult questions arising as to the scope of after-acquired property clauses. These 
questions of law are, however, questions which can be certified by the Commission 
to the court under S. 1869,*? the Chandler Draft,** and H. R. 9447.** Actually, the 
allocation of securities in many cases rests as much on the kind of technical fact 
determinations just described as does the determination of the capital structure. The 
treatment, for example, to be accorded the securities protected by a lien on the 
segment of a line covered by a particular mortgage rests in determinations of exactly 
that character. 

It is, furthermore, apparent that there are practical difficulties in the proposed ar- 
rangement whereby the Commission shall make a finding in abstract with reference 
to the permissible capitalization and the amount of securities of the respective classes 
of securities which are allowed, without regard for (or as specifically provided by 
S. 1869, with the definite injunction not to consider) what type of securities are 
required for allocation to the various claimants. The cloth is required to be cut 
without regard for the size or shape of the shoulders or arms which the parts of the 
coat are to be made to fit, and the judgment of the Commission is thwarted through 
its being forbidden to observe the whole problem. 

These considerations lead us to believe that the Commission should pass on all 
the provisions of the plan. Certainly any court should be glad to have, and we 
believe should not be deprived of, the advice of this experienced and skilled authority 
with reference to the allocation of the securities to the security holders, since their 
rights depend directly upon the valuation of the whole property and of the part to 
which their lien pertains—questions lying in technical considerations not ordinarily 
within the scope of much consideration by the courts and of the same sort as those 
which govern the determination of the capital structure. Under such circumstances, 
when the Commission is now thoroughly skilled and staffed and has had long 
experience with the problem at hand, there is much to be said in favor of providing 
that its fact findings with reference to both types of questions should be protected by 
the same presumption and should not be upset if sustained by substantial evidence. 
Whether so protected or not, the courts, we believe, will hesitate to disturb such fact 
findings, in view of the complexity of the cases, the size of the records, and the 
prestige of the Commission. The court would always be free to upset any plan not 
sound from the standpoint of legal principles. 


“° §77(d), as amended by S. 1869, p. 41. 
““H. R. 9447, §949, p. 48, §951, p. 49. “2S. 1869, §12, p. 78. 
*® Chandler Draft, §843, p. 18. **H. R. 9447, §843, p. 14. 
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In any consideration, however, of procedural reforms, it would be a mistake to 
believe that intelligence and expedition necessarily will be produced by such adjust- 
ments. Progress frequently lies, it is true, in defeating retrogression—in the defeat, 
as in the instance of S. 1869, of proposals having their foundation in the aim to 
secure certain ends at the sacrifice of principles which are more important. For the 
time, a mere rearrangement of forms and functions may stimulate the expression of 
a greater intelligence and efficiency, just as the stirring up of a feather bed may 
temporarily make it better serve its purpose. But in the end, a renovation of pro- 
cedure is no substitute for the sense of rightness and the intelligence of the able 
judge or commissioner. Plainly, real progress in procedural reform lies in what can 
be done to light the consciousness of those men who administer, and, in a very real 
sense, are, the law itself and its enforcement. It is the spirit that quickeneth and the 
statutory letter is no substitute for that life. 








THE REPRESENTATION OF SECURITY-HOLDERS’ 
INTERESTS UNDER SECTION 177 


WittraM G. Fennei* 


Protective committees, and fees charged in corporate reorganizations, in general, 
have long been the subject of debate in and out of Congress! and have since 1935 
become the subject of federal regulation. So far, however, strict regulation has been 
confined to two fields, namely, railroad? and public utility reorganizations;? and 
the protective committees in other fields of corporate reorganization have been left 
to the mild (and perhaps inadequate)* regulation of the courts, first, under the 
provisions of Section 77B® and now, Chapter X® of the Bankruptcy Act, coupled 
with the “disclosure” provisions of the Securities Act? and the Securities Exchange 
Act.® It will be profitable to consider and to contrast the two radically different sys- 
tems of regulation now effective as to railroad committees and public utility com- 
mittees; to appraise the benefits or faults of the two systems; to consider whether 
the administration of regulation by the Interstate Commerce Commission of com- 
mittees under Section 77 is achieving the reforms at which Congress aimed; to deter- 
mine whether adequate representation of security-holders’ interests is, and can be, 
effectuated under present conditions, and finally to see if there is room for improve- 
ment in the present systems of regulation. 

But before considering these questions, there is a fundamental one which needs 
to be answered. That is, is there any place, or any need, for the protective com- 
mittee under present methods of railroad reorganization, as contrasted with the “old” 


equity receivership? 
Tue Rote oF THE ProrectivE CoMMITTEE UNDER SECTION 77 


In equity receivership, the protective committee was not only an adjunct, it was 
in fact the main-spring of the proceeding. As is well known, the customary pattern 


*B.A., 1930, LL.B., 1933, Yale University. Member of the New York Bar, associated with the firm 
of Cadwalader, Wickersham & Taft. Author of Protective Committees and Deposit Agreements in Rail- 
road Reorganizations (1939) 49 YALE L. J. 224. 

479 Conc. Rec. 14231 (1935); 81 Conc. Rec. 12163-12164 (1937); SEN. Rep. No. 1336, 74th 
Cong., 1st Sess. (1935); H. R. Rep. No. 1283, 74th Cong. 1st Sess. (1935); LowENTHAL, THE INVEsTOR 
Pays (1933); Douglas, Protective Committees in Railroad Reorganizations (1934) 47 Harv. L. Rev. 565. 

* 49 STAT. 923-925 (1935), 11 U. S. C. §205 (p) (Supp. 1938). 

* 49 Stat. 803 (1935), 15 U. S. C. §§79k (g), 791 (e) (Supp. 1939). 

*Fortas, The Securities Act and Corporate Reorganizations (1937) 4 Law & Contemp. Pros. 218, 228. 

5 48 Star. 912 (1934), 11 U. S. C. §207. ®52 Strat. 895 (1938), 11 U. S. C. §§611-613. 

748 Srat. 74 (1933), 11 U. S. C. c.2A (Supp. 1939); see particularly §77c (10). 

848 Srar. 881 (1934), 15 U. S. C. c.2B (Supp. 1939). 




















THe REPRESENTATION OF SecuRITY-Hoxpers’ INTERESTS 475 


was the so-called “friendly receivership”; a protective committee was organized to 
represent the secured creditors; and a bargain would, if possible, be struck with the 
equity, with which in many, if not most instances, the creditors’ committee was on 
the most friendly terms arising from banker or other relationships of the sort. 
(After the Boyd case® the creditors had to be careful to afford priority to unsecured 
creditors, but in most cases this difficulty was surmounted.) Thereafter, the com- 
mittee, or a corporation organized by it, purchased at a foreclosure sale the property 
in receivership. The committee, perhaps by then metamorphosed into Reorganiza- 
tion Managers, thereupon carried out the “plan” and distributed the securities. In 
a railroad receivership, approval of the issuance of securities contemplated by the 
plan had to be obtained, after 1920, from the I. C. C. under Section 20A of the 
Transportation Act,!° but otherwise the pattern was the same and the point I em- 
phasize is clear: that the committee was the main-spring of such a “reorganization.” 
And from its very character as such other results flowed. Because its function was 
to purchase at foreclosure, the committee had to know exactly what creditors it 
represented, and it had to have title and absolute control of the creditors’ indicia 
of title, z.c., the deposited securities. It needed this to know, in the first place, what it 
could bid at the foreclosure sale and how much money it would have to put up to 
pay dissenters. Thus, a protective committee had to have the bonds deposited with it, 
had to issue certificates of deposit, and had to employ depositaries, and perhaps sub- 
depositaries; and, rightly or wrongly, it was customary to vest a great amount of con- 
trol over deposited securities with the committee. 

Contrast this picture with the situation under Section 77. The need for pro- 
tective committees in Section 77 reorganizations is pragmatically demonstrated by 
the fact that they have continued to be organized and have functioned effectively 
in such reorganizations. But undeniably the functions of the protective com- 
mittee have changed by reason of the methods of statutory reorganization set up 
by Section 77. _The committee’s chief function now is in connection with the pro- 
mulgation of a plan of reorganization and the submission of such plan to the 
I. C. C. Depending upon the security it represents, the committee may prepare, file 
and defend a plan of its own; or it may be content (and thereby fulfill its function 
adequately), to scrutinize, defend, or oppose, other plans, including the debtor's. 
Upon a plan’s adoption by the Commission and approval of it by the court, the 
committee may advise its security-holders to vote for or against the plan, depending 
upon its opinion of the plan’s validity. The necessity of having control of the 
securities, or having them deposited with the committee, is therefore lessened. 
A proxy or authorization would seem, in most cases, to be sufficient. In addition, 
the function of “service” to its security-holders is not to be overlooked. A com- 
mittee may be of great assistance in keeping its security-holders directly advised of 
proceedings, particularly as they affect their own interests (a function which the 
trustee seldom attempts to perform); in assisting the trustee, when asked to do so, 


° Northern Pacific Ry. v. Boyd, 228 U. S. 482 (1913). 
10 41 Stat. 494 (1920), 49 U. S. C. §20a. 
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as to particular litigation; and in advising the trustee (again when asked) as to 
administrative matters. 

In all this, there is an existing need for protective committees in reorganizations 
under Section 77, but plainly it is a different need than under the equity receiver- 
ship. This difference suggests that changes are required in the old mechanism by 
which the typical protective committees functioned, and, as I will discuss later in 
this article, these changes are being recognized in practice. 


MEtHops OF REPRESENTATION CONTEMPLATED BY SECTION 77 (Pp) 


Three typical means of representation for security-holders in a Section 77 pro- 
ceeding are contemplated by sub-division (p).1° First, an individual may appear 
himself by counsel in the proceeding. Obviously, this method is of slight importance 
in a railroad reorganization where bonds are widely held and the expense of ade- 
quate representation in a protracted proceeding makes it almost prohibitive for any 
one but a very large holder to employ individual counsel. There are, however, a 
number of instances of the employment of this method.’ Second, groups of not 
more than 25 security-holders may act together for their own interest through rep- 
resentatives or otherwise. This method has been increasingly used, especially by 
life insurance companies and savings banks, whose important role in railroad 
reorganization is well recognized, with what implications on the general problem 
of security-holder representation I discuss below. Finally, regulated and authorized 
protective committees are recognized as a means of representation of security- 
holder interest in railroad reorganization in subdivision (p). Persons desiring to 
act as a protective committee must make application to the I. C. C. for authority 
to act. I have recently discussed elsewhere in some detail the mechanics of this 
regulation, the means whereby such authority is obtained, and the requirements 
which the Commission makes as to personnel, deposit agreements and authoriza- 
tions.!* 

One further implication of subdivision (p) must be noticed: it contemplates 
that committees may seek deposits, or that they may solicit authorizations or proxies 
to act for security-holders. The suggestions implied in this provision are fruitful 
in their bearing upon the new functions of the protective committee under 
Section 77. 

Two questions arise: (1) Are these methods provided by Section 77 affording 
adequate means for the representation of security-holders’ interest? (2) Is the 
regulation of protective committees by the I. C. C. under Section 77 achieving the 
results which the authors of subdivision (p) apparently intended? 


28 The role of the indenture trustee in representing security holders is not here discussed partly be- 
cause it is not a means of representation contemplated by subsection (p) and partly because it is a 
separate problem, the adequate discussion of which is beyond the space limitations of this article. 

* Notably the A. C. James Company in the Western Pacific Reorganization, Moopy’s Manuat, Rat- 
ROADS (1939) 1733. 

33 Fennell, Protective Committees and Deposit Agreements in Railroad Reorganizations (1939) 49 
Yate L. J. 224. 
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Before considering these questions, let us contrast briefly regulation under 
Section 77 (p)?* with regulation of committees ‘in public utitity reorganizations by 
the Securities and Exchange Commission under Sections 11 (g) and 12 (e) of the 
Public Utility Holding Company Act of 1935.14 


Two Systems or Protective CoMMiTrEE REGULATION 


The procedure for complying with the regulations of the I. C. C.15 is to file 
an application for authority to act with the Commission which contains informa- 
tion (as required by the Commission’s rules) in regard to the committee’s per- 
sonnel, holdings of securities of the railroad in reorganization or in receivership 
by the member, his family and companies or firms with which he is connected; 
information about the committee’s expected financing of expenses, and the form 
of deposit agreement or authorization under which the committee proposes to act. 
A hearing is held before an examiner of the Commission and thereafter the Bureau 
of Finance may, and usually does, suggest changes in the deposit agreement or 
authorization. On report and order the Commission may deny the application or 
grant it on terms, including always that the committee will abide by the Com- 
mission’s rules and regulations, will keep minutes and records of actions taken, 
and file monthly reports of receipts and disbursements with the Bureau of Finance. 
Thereafter, if authority is granted, the committee may solicit deposits or authori- 
zations, as the case may be. 

The regulation of public utilities’ committees under the rules of the S. E. C. is 
quite different. First, the solicitation of the deposit of securities is rarely possible 
because of the Commission’s rule which limits that right to very unusual situa- 
tions.* Second, the rules require that a copy of a proxy statement must be filed 
with the Commission at least ten days before the committee expects to commence 
solicitation.17 The material in the proxy statement is much the same as that which 
must be contained in an application to the I. C. C. under Section 77 (p), but the 
great difference is that this proxy statement is required to accompany any other 
information sent security-holders at the time they are solicited. If committee’s 
counsel is well-advised, he will confer or correspond with the conferee in charge 
of considering the proxy statement, as suggestions are practically always made as 
to the information contained in it, and as to the advisability of including more. 
Furthermore, the authorization or proxy solicited must contain fair and equitable 
provisions for!® (a) a review and determination by the court, commission or an 
independent person of all fees and expenses to be paid by the estate or persons 
solicited; (b) submission of periodic statements of account to the persons solicited; 
and (c) the unconditional right to revoke or cancel the proxy at any time without 


*3C. C. H. Banx. Serv. §7101 (1935). 

*C. C. H. Sec. Act. Serv. §8402 A ff. (1937). 

8 Sce Fennell, supra note 12. 2® Rule U-12E-3(e). 
47 Rule U-12E-3(c)(3)(A). 28 Rule U-12E-3(a). 
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expense. In addition, the committee becomes subject to the S. E. C.’s drastic 
“inside trading” rule which reads:?® 

the prohibition of the buying or selling, as principal, agent, trustee, or otherwise, or caus- 
ing another to buy or sell, or rendering any investment advice with respect to securities 
of the company or companies in reorganization, or of any subsidiary thereof, or of any 
other associate company thereof, the securities of which associate company may be af- 
fected by the reorganization, by or on behalf of any person effecting such solicitation, 
any person connected with any committee or other organization formed to act under the 
authorization so solicited, or any company as defined in section 2 (a) of the Act which 
such person controls or of which such person is an officer, director, partner or employee, 
or any individual who is a partner or employer of any such person; 


The more important contrasts to the I. C. C.’s regulation under Section 77 are 
these: First, the information contained in the proxy statement (under the S. E. C. 
regulation) is made available directly to the security-holder; second, accounts, instead 
of being filed with the Commission, must be mailed to the security-holder; third, 
instead of fixing a limit in the agreement or authorization as to the maximum 
amount which security-holders may be charged for expenses, as in the I. C. C.’s 
procedure, the S. E. C. insists that all expenses (whether to be borne by the estate 
or the security-holders) must be approved by the court, Commission, or by an 
independent person; and fourth, the I. C. C. has frequently approved a require- 
ment that a right to withdraw may be conditioned on payment of the pro rata 
expenses and accrued liabilities of the committee.*° Furthermore, while the I. C. C. 
has insisted on provisions in the deposit agreement or authorization prohibiting 
inside trading by members,*1 it has never gone to the drastic, and, to my mind, 
impracticable, lengths of attempting to prohibit purchases or sales by “companies” 
with which members may be connected as required by Rule U-12E-3 (a) (C) 
quoted above, as applied by the S. E. C. to public utility committees. Such a rule 
is a deterrent to the employment of capable men to represent security-holders. 
The I. C. C. has wisely recognized that under certain circumstances even an under- 
writer or a person connected with an underwriter may be a legitimate and capable 
representative for security-holders.?? 

Another important difference is that the I. C. C. must afford a hearing on the 
application and must thereafter by order either authorize the committee or deny 
the application. The committee remains subject to the Commission’s investigatory 
powers under subsection (p). There is no formal hearing under the S. E. C. pro- 
cedure, but informal conferences have been found to be necessary to clear up ques- 
tions of what the proxy statement should contain. Furthermore, since the proxy 
statement is not an application, and, in fact, the requirements of the rule are 


2° Id. subsection (3) (C). 

®° See, ¢.g., deposit agreements approved in Missouri Pacific R. R. Reorg., 230 I. C. C. 377 (1939), 
and in Minneapolis & St. L. R. R. Receivership, 233 I. C. C. 350 (1939). 

31 Missouri Pacific R. R. Reorg., 217 I. C. C. 671, 675 (1937). 

*8 Missouri Pacific R. R. Reorg., supra note 20; 224 I. C. C. 405 (1938); and 230 I. C. C. 5 (1938); 
but see Chicago, I. & L. Ry. Reorg., 221 I. C. C. 549 (1937). 
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technically satisfied simply by filing the proxy statement, proxy, etc., the S. E. C. 
does not attempt to deny (nor does it grant) the right of the committee to act, but 
it may, if a rule is violated, attempt to keep the committee from being heard in the 
proceeding under Section 213 of the Chandler Act (Chapter X, Bankruptcy Act) 
or it may object to any allowance to the committee under Section 247 of the Act. 
The S. E. C. may also attempt to limit the fees paid to the committee as to maximum 
amount under Section 11 (f) of the Public Utility Holding Company Act. False 
and misleading statements in the proxy statement will, of course, subject the com- 
mittee to the liabilities of Section 18 of the Securities Exchange Act of 1934 by 
Section 16 (a) of the Holding Company Act. 

On balance, I would say that the regulation of the I. C. C. under Section 77 
is more realistic and more apt to be productive of good results, in providing ade- 
quate protection to security-holders, and without discouraging legitimate efforts, 
than is the S. E. C.’s regulation under the Holding Company Act. In fact, the drastic 
character of these regulations leaves it open to suspicion that the S. E. C. is trying to 
discourage all protective committee activity in fields where it has control. The one 
part of the S. E. C.’s procedure which the I. C. C. might adopt is the requirement 
of providing each security-holder solicited with something similar to the “proxy- 
statement”—possibly a brief summary of the more important information contained 
in the Committee’s application so that he may be familiar with the qualifications, 
connections and holdings of the persons seeking to act for him. 


EFFEcts OF REGULATION UNDER SECTION 77 (p) 


It is difficult (and perhaps too early) to appraise the effects of the regulation 
since 1935 by the I. C. C. of protective committees. That the regulations have not 
themselves been a deterrent to the use of the protective committee as a device 
for the representation of security-holders seems to be indicated by the fact that since 
the effective date of subdivision (p) the I. C. C. (according to my count) has passed 
upon 27 applications** of committees in ten reorganizations or receiverships. Com- 
plaint has been heard about the length of time, which it has taken in certain 
instances, to secure an order after the filing of the application and it is to be hoped 
that as the procedure becomes more settled that this time may be reduced. 

Certainly the results of the regulation have been salutary from the standpoint of 
eliminating from deposit agreements and from the terms of authorizations provi- 
sions or practices which have been criticized.** In 1937, Mr. Abe Fortas, then 
Assistant Director of the Protective Committee Study of the S. E. C., summarized 
the more important of these criticisms in a symposium in this periodical on the 
Securities Act.25 A comparison of these criticisms with the record of decisions of 
the I. C. C. on committee applications will show that in all important particulars 
the I. C. C. has achieved much. 


*8 Not including applications for approval of additional or substitute members. 
**T attempted to analyze these in the article cited in note 12, supra. 
°° Fortas, supra note 4. 
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1. Vesting Title to Deposited Securities in the Committee and Complete Domina- 
tion over Deposited Securities?® The practice of taking title to deposited securities 
has not been frequent, in any event, in recent years, partly because of the lack of ne- 
cessity for it,27 and also because of the stamp tax payable upon the transfer of title.?8 
Consequently, I know of no application where a committee has sought this right. 
I know that where a committee (which had functioned for a number of years and 
had long before making application taken title to deposited securities) sought au- 
thority to continue to act, the I. C. C. first took the position that the committee 
should not continue to have title to the deposited securities.2® In that instance, 
however, to insist on this view would have cost the depositors much in transfer 
stamp taxes, and the Commission therefore did not require the transfer of title 
back to the security-holders. So far as dominance over deposited securities is con- 
cerned, the Commission has been vigilant to protect security-holders.®° 

2. Power to Pledge Securities; Compensation and Expenses®1 The Commission 
has approved the fixing in the deposit agreement of a maximum amount for which 
deposited bonds may be pledged to secure loans to carry on the committee’s activi- 
ties.82 There seems to me to be no room for criticism of this practice since the 
usual manner in which a committee taking deposits must raise funds to carry on 
is by the pledge of deposited bonds to secure loans. Since, under Section 77 (c) 
(12), members of committees are not entitled to compensation, Mr. Fortas’s criti- 
cism in this respect does not arise at present as to railroad committees. Expenses 
of committees, including reasonable attorneys’ fees, which are to be allowed from 
the estate must be fixed, as to maximum limits, by the Commission on special 
application and after hearing. The maximum amount of expenses for which the 
committee may. charge depositing security-holders is fixed by the Commission on 
application of the committee for authority to act under Section 77 (p). Amounts 
approved in deposit agreements relating to bonds have varied from 0.3% %* to 
3%*4, and in the case of authorizations the Commission has approved the pay- 
ment of a contribution at the time of solicitation and a balance, say, within six 
months.?> In other words, the regulation of committee financing has been reason- 


able without being drastic. 
Other criticisms offered by Mr. Fortas seem to have been met by I. C. C. de- 
cisions. Withdrawal rights have been protected, the Commission requiring the af- 


*° 7d. at 237. ®7 See my discussion at p. 475, supra. 

8 As to bonds, see Int. Rev. Copg, §3481, and U. S. Treas. Rec. 71. As to stocks, see Int. Rev. 
Cope, §1802(b) and U. S. Treas. Rec. 71. 

*° Minneapolis & St. L. R. R. Receivership, 233 I. C. C. 93 (1939). 

®° Chicago, M. St. P. & P. R. R. Reorg., 228 I. C. C. 180 (1938); Chicago, R. I. & P. Ry. Reorg., 
221 I. C. C. 435 (1937); Missouri Pacific R. R. Reorg., 230 I. C. C. 377, 381, 217 I. C. C. 671, 674. 

1 Fortas, supra note 4, at 237. 

*2 Missouri Pacific R. R. Reorg., 221 I. C. C. 405 (1938); Chicago R. I. & P. Ry. Reorg., 221 
I. C. C. 435 (1937). 

*® Chicago, M. St. P. & P. R. R. Reorg., 228 I. C. C, 180 (1938). 

** Missouri Pacific R. R. Reorg., supra note 21. 

85 New York, N. H. & H. R. R. Reorg., 224 I. C. C. 307, 310 (1937). 
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fording of a right of withdrawal upon the adoption or amendment of a plan and 
upon the amendment of the deposit agreement.*® In the case of authorizations, it 
seems to have been usual to provide that they be revocable at any time.5? Provisions 
for the payment by depositors of their pro rata share of accrued liabilities and ex- 
penses to the date of withdrawal have been approved. There can, however, be no 
real objection to this, as it is only fair that the depositors should share the com- 
mittee’s expenses. It is only on the generally false assumption that the committee’s 
activities have been of no benefit to the security-holder that this right can be denied. 
The I. C. C. has required that adequate standards for a final accounting must be 
provided, and that the right of any depositor, even one who has withdrawn, to file 
objections to the committee’s final account be preserved.** Exculpatory provisions 
have been scrutinized from the standpoint of fairness*® and provisions of deposit 
agreements permitting the underwriting by committee members of the new com- 
pany’s bonds have been disapproved.*® So far as I know, no restrictions have been 
placed upon committee members becoming officers, directors or voting trustees of 
the new company, and there seems to be no reason why they should not be free to, 
since frequently committee members will be the persons best qualified to represent 
the securities on the new board. I have discussed above the I. C. C. requirements 
as to committee personnel and restrictions as to “inside trading” by committee 
members.*? 
SoLicITATION OF AUTHORIZATIONS 


One of the methods of security-holder representation contemplated by subdivi- 
sion (p) is the solicitation of authorizations or proxies empowering the committee 
to appear in behalf of the security-holder in reorganization. This, we have seen, is 
the only practicable method now available in utility reorganizations. 

How extensively has this device been used in railroad reorganizations since the 
1935 amendment was enacted? According to my count, in fifteen out of 27 applica- 
tions to the Commission, the committee has sought permission to solicit authoriza- 
tions or proxies rather than deposits. In nine of these applications the authorization 
sought was to represent bonds, in three, preferred stock and in three, common stock.** 
Evidently, therefore, there is a definite trend in favor of soliciting authorizations. 

What are the possible reasons for this trend and what is its effect on adequate rep- 
resentation of security-holder interests? 


®©New York, N. H. & H. R. R. Reorg. 217 I. C. C. 60 (1936); Missouri Pacific R. R. Reorg., 


supra note 20. 

87 Cf. New York, N. H. & H. R. R. Reorg., 224 I. C. C. 423, 426 (1938). 

®8 See ¢.g., Missouri Pacific R. R. Reorg., 230 I. C. C. 377, 383. 

®° Implied in Missouri Pacific R. R. Reorg., 217 I. C. C. 671, 675. 

“° Utah Idaho Central R. R. Receivership, 236 I. C. C. 235, 239 (1939). 

“See p. 478, supra. 

*2In three recent cases in the advance sheets of the I. C. C. reports the committees sought and ob- 
tained authority to solicit proxies or authorizations. See Florida East Coast Ry. Receivership, 236 I. C. C. 
737 (1940); New York, N. H. & H. R. R. Reorg., 236 I. C. C. 797 (1940), and Erie R. R. Reorg., 
239 I. C. C. 213 (1940). 
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A few reasons may be suggested. The expense of handling deposited securities 
is in itself a reason for preferring the proxy solicitation. If a committee takes de- 
posits, certificates of deposit must be prepared, and while a committee complying 
with Section 77 (p) is exempt from registration under the Securities Act,** if the 
certificates are listed on a national securities exchange, registration under the Ex- 
change Act will be necessary. In addition to these expenses and problems, the com- 
mittee must provide a depositary, and unless the transfers are to be handled by the 
depositary, a transfer agent. In connection with all this, the committee’s legal ex- 
penses will be materially increased. The deposit agreement itself is a much more 
complicated and elaborate document than the authorization or proxy which again 
means more legal work and expense. Tax questions are more apt to arise, generally 
requiring the advice of counsel, where certificates of deposit are used. 

But is the committee, whose authority stems from proxies rather than from 
deposits, in as effective a position to represent the security-holder in the reorganiza- 
tion? True, at any time after the authorization has been given, the security-holder 
may sell his holdings without notifying the committee.** As a consequence, there 
is no question that, to this extent at least, the committee with proxies is not as sure 
of the number of security-holders for whom it is authorized to speak. However, 
this can be minimized by fairly frequent communications to security-holders and 
requests to notify the committee of such transfers. The security-holders’ lists may 
be examined so that the transferee in turn may be solicited. For all practical pur- 
poses, it seems that such a committee may be as influential and effective as a com- 
mittee with deposits, and at less expense. 

I have pointed out that the functions of a protective committee have changed by 
reason of the change in the mechanism of reorganization. The plan will be sub- 
mitted by the Commission to the security-holders for a vote and at that time the 
committee with authorizations may recommend to its security-holders action which 
it thinks should be taken. It is a close question whether even a committee with de- 
posited securities will be permitted to vote them in block for or against the Commis- 
sion’s plan.*® Certainly it cannot do this except after affording a right of withdrawal 
to dissenting depositors.** Thus, the position of the two types of committees is 
equalized in large measure. Among non-institutional groups of security holders it 
may be expected that the solicitation of authorizations or proxies will find continuing 


favor. 


“* Bankruptcy Act, §77, subsection (f)(4). 

** Cf. New York, N. H. & H. R. R. Reorg., 224 I. C. C. 423, 426 (1938). 

“® Section 77(e), relating to the acceptance or rejection of a plan provides in part: “For the purpose 
of this section the acceptance or rejection by any creditor or stockholder shall be in writing, executed 
by him or by his duly authorized attorney, committee, or representative.” If an authorized committee 
has adopted a plan, identical with that proposed by the Commission, and has afforded a right of with- 
drawal to depositors, it seems that, if the deposit agreement grants such authority, the committee should 
be able under the statute to vote for the assenting bondholders in favor of the plan. 

“New York, N. H. & H. R. R. Reorg., 217 I. C. C. 60 (1936); Missouri Pacific R. R. Reorg., 230 


I. C. C. 377 (1938), 224 I. C. C. 405 (1938). 
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“Groups” FoR SECURITY-HoLDER REPRESENTATION 


Without attempting to exactitude, it is safe to’ say that as the pattern of security- 
holder representation is changing as to non-institutional investors by the use of the 
device of proxy solicitation, so it is changing by the increasing use of the “group” 
device by institutional investors, life insurance companies and savings banks. 

As we have seen, subdivision (p) permits a group of not more than 25 holders 
to be represented in the proceeding without compliance with the protective com- 
mittee provisions of subdivision (p) and the I. C. C.’s regulations pursuant thereto. 
It is significant that since this provision was enacted, in practically every impor- 
tant railroad reorganization, there has been one or more “institutional groups” 
representing in the aggregate large amounts of bonds owned by life insurance 
companies or savings banks. This is true in the New Haven, the Erie, the Denver 
& Rio Grande, the Chicago, Northwestern, the Western Pacific and the St. Paul 
reorganizations. When it is realized that in prior reorganizations many of these 
same institutions assumed and supplied the necessary leadership for, and, in many 
cases advanced the money to pay the expenses of, protective committees to which 
large and small depositors were welcomed, as, for example, in the Missouri Pa- 
cific, Rock Island, Chicago & Eastern Illinois, the Monon, Spokane International, 
the Frisco, the Central of Georgia, and the Wabash—some interesting questions as 
to our problem are presented. 

From the standpoint of the institutional holder, the attractiveness of the group 
is obvious. No application to the I. C. C. for authority to act is required. No solici- 
tation of deposits need be made, no security registration is necessary, and no respon- 
sibility need be taken for representing the interests of other security-holders. The 
possibility of public criticism is lessened if things go wrong, because the institutions 
are acting only in their own behalf to protect their own securities. The small com- 
pact group can more easily arrive at conclusions of policy which will not be sniped 
at by the small holder, except in opposition to action taken before the court or 
Commission. Until the group provisions of Section 77 (p) provided an alternative, 
the protective committee afforded the only effective mode of action for the institu- 
tions to take. And in connection with such committees, the institutions frequently 
have borne the brunt of the expenses. This tendency is succinctly illustrated in the 
Commission’s report on the application of the Alsop Committee in the Chicago, 
Indianapolis & Louisville Ry. Co. Reorganization*" for authority to represent holders 
of first and general mortgage bonds. It appears from the.report that the Guaranty 
Trust Company of New York, as trustee of the mortgage, called a meeting to con- 
sider the debtor’s plan which was attended by about fifty bondholders. A tempo- 
rary committee was appointed to report whether a committee should be organized. 


This report was submitted to a second meeting of the bondholders held at the offices 
of the Guaranty Trust Company of New York on January 7, 1937. It developed at this 
meeting that none of the members of the temporary committee, with the exception of 


#7 221 I. C. C. 549 (1937). 
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Alsop and Dodge, was willing to act upon a committee for holders of these bonds gen- 
erally. The members of the temporary committee who were unwilling to act were affili- 
ated with life-insurance companies and savings banks owning substantial amounts of 
these bonds, and it was their opinion they could better protect their policy holders and 
depositors by acting either separately or in groups of not more than 25 as permitted under 
section 77 (p) of the Bankruptcy Act. One of these members, representing a life-insurance 
company holding $704,000 of these bonds and believing that a committee should be 
formed to represent bondholders generally, based his refusal to act on such a committee 
on his experience as a member of a protective committee where the large institutions had 
to bear most of the expense and where an insurance company was compelled to refuse 
an offer for the purchase of its bonds, the value of which became much less later, because 
such offer was not made for every bond represented by the committee.*8 


What has been the effect on the small non-institutional holder of this tendency 
of the large institution to join a group rather than to organize a committee in which 
the small holder might also participate? This is difficult to answer, and it is prob- 
ably too early to draw conclusions. From one standpoint it might be argued that 
the small holder benefits (without paying for it) by reason of the group’s gratuitous 
representation of his security. And to a large extent this is probably true. Further- 
more, it is undoubtedly true that institutions, having played the role of “angel” to 
protective committees, are glad of a means to avoid the role in the future. 

But the plight of the non-institutional security-holder may become acute if we do 
not assume that the group representing his issue will always act to protect the non- 
institutional holders’ interest. Now that the group device is being more commonly 
employed, the problem of securing leadership in forming protective committees for 
the other holders is obviously more pressing. Thus, among the reasons advanced by 
the Kann Committee for authority to represent the first and refunding bonds, and 
4° Debentures of the New Haven, and the 4% Debentures of the Providence Se- 
curities Company, was that the only other representatives of the securities were in- 
stitutional groups and that the other bondholders needed the committee’s represen- 
tation in the proceeding.*® It is impossible to appraise the effect of this change on 
the general problem of representation until greater experience has been had with 
the group device. 

ConcLusions 


The regulation of protective committees under Section 77 (p) compares favorably 
to the regulation of public utility committees under the Holding Company Act in 
results achieved and in insuring adequate representation of security-holder interests. 
The changes which are taking place in the techniques of representation show a real- 
istic adjustment to the new functions of protective committees under the procedure 
of Section 77. It is significant that neither the Wheeler®® nor Chandler bills,54 which 


48 Id. 550-551. 

*° New York, N. H. & H. R. R. Reorg., 224 I. C. C. 423, 424. 

5° S. 1869, 76th Cong. 1st Sess. (1939); cf. Lea Bill, H. R. 4862, 76th Cong. rst Sess. (1939). 

5 Suggested form of composite bill as an alternative to S. 1869, H. R. 6369, and Title V of H. R. 
4862; prepared after analysis of hearings on S. 1869, and containing explanatory notes for the use of 
the Committee on the Judiciary. 
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would make other substantial changes in railroad reorganization, propose any change 
in the provisions of Section 77 regulating committees, save the one discussed below. 

One important change would be made, however, by both of these bills®*—that 
is, to restore to protective committee members the right (which before 1935 Section 
77 afforded them) ** to receive reasonable compensation for their services. At present 
committee members are entitled only to reimbursement of reasonable expenses, in- 
cluding reasonable attorney’s fees.°* If protective committees are necessary, as they 
are in Section 77 reorganizations, and if adequate leadership is to be attracted (par- 
ticularly in view of the group competition that I have described), it is essential, in 
my opinion, to allow reasonable compensation to committee members -for services 
rendered. The unfairness of not permitting committee members to have compen- 
sation is emphasized by the present provisions of Section 77 (c) (12) which permit 
indenture trustees and depositaries to be compensated. In almost every reorganiza- 
tion, it is common knowledge that it is a committee and not the indenture trustee 
which carries the burden of representation.®® Yet at present the trustee may be com- 
pensated and the committee may not be. This should be remedied in either the 
manner contemplated by the Wheeler Bill5* or by the Chandler Bill.5? 

In a word, the regulation of protective committees in railroad reorganizations by 
the I. C. C. has gone far to meet legitimate criticisms and to afford adequate repre- 
sentation of security-holders’ interests, and, on the whole, has been reasonable and 
praiseworthy. 

52 Wheeler Bill, supra note 48, §(c)(12), at p. 35; Chandler Bill, supra note 49, §982, at p. 76. 


** Bankruptcy Act, §77(b)(8) (prior to 1935 amendments). 

** Bankruptcy Act, §77(c)(12). 

*5In line with the conclusion reached by the S. E. C.’s Protective Committee Study that indenture 
trustees “‘be transformed into active trustees” (see SEC, Report Pursuant To §11 OF THE SEcuRITIES Ex- 
CHANGE AcrT OF 1934, Pt. VI, “Trustees Under Indentures,” (1936)) there have been recent instances of 
indenture trustees taking an active role in representing security holders’ interests in reorganizations, 
notably in the Erie. 

56 The Wheeler Bill provides (§(c)(12)) that “reasonable compensation . . . for services rendered 
in the interest of and with benefit to the estate as a whole, and not exclusively in the interest of a 
particular class” by a committee may be allowed by the court from the estate of the debtor. Services 
not for the benefit of the estate but in the interests of a class of security holders may be compensated 
by imposing a lien on the securities to be distributed under the plan to the benefitted class, and the 
order may provide for the distribution of a proportion of such securities in satisfaction of the allowance. 

®7 The Chandler Bill (§982) would make the provisions for allowances to committees for compen- 
sation and reimbursement of expenses in essential respects the same as the similar provisions of Chapter X. 








LABOR’S INTEREST IN RAILROAD 
REORGANIZATION 


A. F. Wuirney* 


There is no group of our citizenry that is not directly and vitally affected by the 
problem of railroad reorganization. The railroads now in the hands of the courts 
have a total capitalization of almost $6,000,000,000. The entire national transportation 
system and, with it, hundreds of thousands of security holders, shippers, and millions 
of consumers of goods transported by the railroads are affected. When we consider 
that, in industries other than the railroad industry, there are only about 577 bank- 
ruptcy cases! arising under Chapter 10 of the Bankruptcy Act, of which only some 43 
insolvent companies have a debt of as much as $1,000,000 each, and the total assets 
in all of the cases aggregate only about $385,000,000, as compared with the book 
assets of 15 or 20 times as much in the case of railroads in receivership and under 
Section 77 of the Bankruptcy Act, it can be seen that railroad reorganization presents 
a problem that requires special consideration and treatment. The widespread effect 
of the problem of railroads in receivership may best be described by quoting from 
the report on S. 1869, the Railroad Reorganization Bill, submitted by Senator Burton 
K. Wheeler, Chairman of the Senate Committee on Interstate Commerce: 


Railroad corporations as defined in this section are affected with a national public 
interest in that among other things (i) they are engaged in a common carrier service of 
transportation of persons and property in interstate commerce, and are important pur- 
chasers of materials and equipment whose manufacture, sale, and transportation influence 
a substantial volume of interstate commerce; (ii) their securities are widely marketed and 
distributed by means of the mails and instrumentalities of interstate commerce and are 
sold to a large number of investors in different states; (iii) their activities extending over 
many States are not susceptible of effective regulation by any State and make difficult, if 
not impossible, effective State regulation thereof; (iv) they are essential instruments of the 
national defense; (v) transactions in, and market prices of their securities materially affect 
the national credit, the Federal taxing power, the national banking system, the Federal 
Reserve System, and the maintenance of fair and honest markets in transactions in and 
affecting interstate commerce; and involve the use of credit of, and directly affect the financ- 
ing of trade, industry, and transportation in interstate commerce and influence the volume 


* President of the Brotherhood of Railroad Trainmen since 1928; Vice-President, 1907-1928. Chair- 
man, Railway Labor Executives Association, 1932-1934; delegate to Inter-American Conference for the 
Maintenance of Peace, Buenos Aires, December, 1936. Contributor to periodicals. 

* To June 30, 1939, latest date for which statistics are available. 
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of interstate commerce. That national public interest .is materially and adversely affected 
by the insolvency or inability of such railroad corporations to meet their maturing obliga- 
tions and by their need for financial reorganization. Such insolvency, inability, and need 
reduce the volume of employment by such railroads and the compensation paid their em- 
ployees, their purchases of material and equipment needed in interstate commerce and the 
adequacy of maintenance of their properties used in interstate commerce, with resulting 
impairment of their service and the public safety in interstate commerce, and impair the 
transactions in and markets for their securities, and jeopardize the national defense. Na- 
tional emergencies which produce widespread unemployment and the dislocation of trade, 
transportation, and industry, and which burden interstate commerce, affect the general 
welfare and impair the national defense are precipitated, intensified, and prolonged by 
such insolvency, inability, and need. Such insolvency, inability, and need result from un- 
sound financial structures and unsound financial reorganizations which have been 
persistent.1* 


Although all groups of citizens are affected by railroad reorganizations, railroad 
labor, of course, has a very direct interest in the subject. The financial mismanage- 
ment and plundering that precede railroad receivership, as well as the financial 
exploitation that usually accompanies railroads in receivership, not only cause railroad 
labor to suffer directly, but also afford the means by which railroad labor is blamed 
for the errors of others. One-half century of experience in the railroad industry, as 
an employee and employee representative, has convinced me that railroad labor’s 
fight for economic justice must be directed mainly against railroad bankers and 
financiers, rather than against the practical operating managements. 

The history of American railroad reorganization conclusively establishes the fact 
that unsound reorganizations seriously interfere with the functioning of railroads as 
transportation agencies. Management, forced to seek funds to meet unjustified fixed 
charges, desperately attempts to procure money by saving through under-maintenance 
and reduction in labor costs, both to the harm of employees and the public. Unsound 
financial reorganizations impose upon operating management many distracting bur- 
dens and problems, with the result that the operating managers take their minds off 
the transportation business and turn to considering Wall Street financial problems. 
The court in charge of the Seaboard Air Line Railway receivership, taking cognizance 
of the road’s financial problems which had so burdened the receivers appointed by 
the court, commented as follows: 


The time the receivers and their counsel are required to give to financial problems 
which are constantly arising in connection with the operation of this important railway 
system has amazed me from the beginning. I will give instances of that—the temporary 
refunding plan, which was adopted in February 1932, required a great deal of their time 
both before and after that plan was approved by the court. The refunding plan, adopted 
in March 1935 must have taken nearly 6 months of the time of the receivers and their 
counsel, free to give their time, energy, and talent to the operation of a transportation 
system were engaged in solving financial problems rather than transportation problems. 
It does not seem to me that situation or anything like it should exist after a reorganization 


18 Sen. Rep. No. 454, 76th Cong., rst Sess. (1939) 2. 
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but that, on the contrary, the executives ought to be free to give their time, energy and 
talent to the operation of a transportation system as such, and not be constantly worried 
over financial problems. They ought also to be the masters of the situation and not under 
the control of any group or groups. I say that without any intention to reflect on any 
group or groups, but it seems to me that is essentially a transportation system and that it 
must be operated as such.? 


It is needless to point out that unsound reorganizations do not even benefit the 
security holders for whom financially improvident commitments are often made. Un- 
realistic railroad reorganizations which create securities that will earn nothing, create 
securities in name only. No dividends have been paid on the common stock of the 
Seaboard Air Line Railway Company since it was created in 1900 and, although the 
common stock has survived or has been reissued in various reorganizations of that 
company, the distribution and redistribution of these pieces of paper have been futile 
except to delude the recipients of the securities. In the case of the St. Paul Railway, 
no dividends have been paid on the stock for more than two decades, and in the 
Chicago and Eastern Illinois, no dividends have been paid on the common stock for 
more than a quarter of a century. In the case of the Western Pacific, no dividends 
have been paid for years. These railroads operate in four different sections of the 
country and everyone of them is a repeater in the matter of receivership and reor- 
ganization. Approximately 4,500,000 worthless shares of stock were distributed to 
the public in the reorganizations of these four companies alone. 

Dividends declared on such valueless stock are false dividends and necessitate 

false bookkeeping, leading in turn to more financing through the issuance of un- 
sound stock. When it discovered that the income of the St. Paul Railway had been 
overstated for the year 1910, in the amount of $5,000,000, the Interstate Commerce 
Commission, in a report in 1914, stated: 
. . + a carrier’s . . . statements of net revenue often reflected nothing more than the 
particular showing desired by its executive. These reports were often used for speculative 
purposes, and the stockholder and the general public were left without any assurance as to 
whether the dividends declared were paid from income, surplus, or out of capital. . . . 
These departures from what were the actual facts are sufficiently serious to merit the 
strongest condemnation.’ 


Innocent purchasers were induced to buy such valueless securities in reliance 
upon the certificate issued by a government agency, the Interstate Commerce Com- 
mission, and they had a right to believe that the creation and distribution of this 
stock was compatible with the public interest. It has well been said that such value- 
less securities “are mere tokens for stock market speculation and enable shrewd 
holders to unload on the unsuspecting public.” Such unsound reorganizations of 


*U. S. Dist. Ct. hearings, Norfolk, Va., Jan. 17, 1937, pp. 10-11, quoted in Hearing before the Special 
Subcommittee on Bankruptcy and Reorganization of the House Committee on the Judiciary, 76th Cong., 
1st Sess. (1939) Pt. 2, p. 169. 

* St. Paul and Puget Sound Accounts, 29 I. C. C. 508, 510, 512 (1914). 
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railroads offer golden opportunities to insiders and shrewd speculators to unload on 
the unwary public. In a report submitted to Senator Daniel O."Hastings in January, 
1933, the legislative committee of the Interstate Commerce Commission had the 
following to say: 


It should also be stated that railroad receiverships and reorganizations have frequently 
furnished an opportunity for speculative profits by those having inside information. Fore- 
knowledge that the appointment of receivers will be sought may furnish an opportunity 
for such profit through short-selling of the railroad’s stock. During the receivership, also, 
securities of the old company sell at very low prices and large expenditures may be made 
by the receivers in bringing the property to first-class physical condition. After receiver- 
ship, such maintenance expense may be curtailed, thus improving the net earnings of the 
property, and giving insiders who have acquired old securities at low prices an opportunity 
to unload at a profit the new securities received in exchange. Railroad statistics and stock 
market quotations furnish circumstancial evidence that this sort of thing has frequently 


happened. 


Not only are valueless stock securities that are issued in railroad reorganizations 
used as a means of mulcting the public through stock market operations, but fre- 
quently such valueless stock certificates are used by persons interested in controlling 
a particular railroad. Commissioner Joseph B. Eastman, in testifying before the 
House Judiciary Committee in 1935, stated the following: 


Some stockholders may be as much interested in their holdings from the standpoint of 
control as from the standpoint of investment, and perhaps more interested. This is par- 
ticularly true where the stockholder is a railroad or a railroad holding company. Stock 
interests are often obtained in such cases, not for the sake of any direct return on the 
investment, but for the sake of the less direct advantages which are obtained through 
control of the property.® 


Commissioner Eastman then gave several examples of roads so controlled, such 
as the Missouri Pacific, the Chicago & Eastern Illinois, the Wabash, and the Rock 
Island, and continued: 


I am not suggesting, of course, that such stock interests are not entitled to every rea- 
sonable and legitimate protection. I do call your attention to the fact, however, that they 
are not stockholders of the widow and orphan class but have a reason for retaining their 
holdings, namely, control, which goes beyond any direct return on the investment. The 
retention of this control might well be to their advantage, even if not a dollar in dividends 
upon the stock could ever be anticipated.® 


Accumulation of securities for purposes of control may have very adverse effects 
upon the railroad industry. It places control in the hands of groups whose primary 
profit interests may be other than the proper conduct of the railroad as a transporta- 


“Quoted from a letter by Commissioner J. B. Eastman, reprinted in full in Hearing before the Sub- 
Committee on Bankruptcy and Reorganization of the House Committee on the Judiciary on S. 1869, 76th 
Cong., 1st Sess. (1939) Pt. 1, pp. 144, 148. 

® Hearing before the House Committee on the Judiciary on H. R. 6249, 74th Cong., 1st Sess. (1935) 282. 

® Id. at 283. 
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tion agency. Mulcting operations, by holding companies and others, through in- 
creases of salaries and by purchases of supplies and equipment, result in large profits 
to the holders of such securities, to the serious detriment of the railroad whose 
securities are so held. Control through stock ownership may also be used by one 
railroad to control another railroad, to the profit of the former and to the detriment 
of the latter. 

Anyone familiar with the railroad industry knows that it is characterized by 
“feast and famine.” There are railroad corporations which are among the richest in 
the United States; there are other railroads which are in serious financial difficulties. 
This bad situation is augmented by the plundering of a few railroads not only by 
financiers and manipulators, but by the richer railroads “milking” the poorer railroads 
As an illustration, stockholders and bondholders of the St. Louis Southwestern Rail- 
road have brought a proceeding before the Interstate Commerce Commission to in- 
vestigate their charges that the Southern Pacific has been using its stock control of the 
St. Louis Southwestern in the interests of the Southern Pacific and to the damage of 
the St. Louis Southwestern. The purchasing, at comparatively low prices, of a con- 
trolling block of railway stock, valueless except for purposes of control, results in the 
sale of the control of railroads just as though such control were any commodity. Such 
sale of control not only results in disaster to the controlled railroads, but frequently in- 
duces railroads to go from one step to another until the controlling railroad likewise 
is engulfed in the financial exploitation, with resultant heavy financial losses. 

The sale of valueless securities, resulting from unsound railroad reorganizations, 
frequently forces a subsequent receivership of the reorganized railroad. Examples of 
this are too well known to need citation. Railroads are constantly burdening their 
financial structures with additional capital expenditures. This is well illustrated by 
the testimony before the House Judiciary Committee on June 14, 1939, by Mr. 
Marcus L. Bell, General Counsel, Chicago, Rock Island and Pacific Railway Com- 
pany, when he said: 

Let us say that the station building at Podunk or Pine Bluff, let us say is worn with 
the travel of the years, and it finally falls over. It was a wooden building, and the chamber 
of commerce goes up to the division superintendent and says, “Look here, brother, we are 
in a better town than Redfield, and we are pretty near as big as Memphis, and we have 
to have a brick building.” All right, the old station cost $3,000, and the new station will 
cost $40,000. So, $3,000 is wiped off and charged to maintenance, or retirements, and 
$37,000 is charged to capital, and it works the same way in every department of the rail- 
road, bridges, stations, and rails, and the total of that on the Rock Island is $3,000,000 on 
that for each year that we have to put into property, whether we do anything more than 
just keeping it in running order or not. We have it today and every other railroad has it 
today. Our capital grows $3,000,000 every year.? 


A railroad cannot meet its financing requirements by the sale of junior securities 
when the junior securities already issued are of poor quality or valueless. The issuance 


7 Hearing, supra note 4, at 443. 
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of additional worthless paper simply will not bring in the money from investors. 
Accordingly, a road confronted with such a condition must nieet its financing re- 
quirements by selling interest-bearing senior securities, thereby increasing its debts 
and fixed charges, which, of course, will ultimately result in another insolvency. It 
is by such devices that railroad properties become loaded down with bonds which 
have been the curse of the financial policies obtaining in the railroad industry. The 
important consideration here is that even though a reorganized railroad starts off 
without excessive fixed charges, if it has too large a capitalization for the earning 
power of the road, eventually it will go into receivership through the necessity of 
issuing interest-bearing bonds or debts, because the process of financing through the 
issuance of junior securities is no longer a practical possibility. . 

It is important to note also that earnings alone, of a railroad, do not determine 
its credit. Of course, a railroad that has no earnings will have difficulty in selling 
securities of any type. But, whatever may be the earnings of a railroad, if its financial 
structure is such as to prevent financing by the sale of junior securities, thereby 
forcing it to finance by the sale of fixed interest-bearing, debt-creating securities, its 
earnings will eventually become too small for the size of its capitalization and the 
interest on its bonds or preferred stock dividends will absorb every penny that the 
railroad is able to earn. Thus, both the earnings and the financial structure of a rail- 
road have an important bearing on its credit standing and its financial soundness. 

The opportunity to meet, in an intelligent manner, the problems herein discussed, 
arises at the time of the reorganization. It simply does not make sense to take into 
consideration what a railroad cost some years ago or how much money had been 
invested in the railroad, in fixing the capitalization of a reorganized railroad. The 
value of a railroad is determined by its present and future earning power. The Rail- 
road Reorganization Bill, S. 1869, which has already been passed by the Senate and 
is now tied up in the House Judiciary Committee, proposes to lay down as a rebut- 
table presumption the theory that the earning power of a railroad should determine 
its capitalization and such earning power is arrived at by establishing the rebuttable 
presumption that the future earning power will be equal to the average earning 
power of the road over the past twelve years. If railroads in the past had been 
reorganized on such a sound basis, they would not be in the constant process of 
reorganization, as their capitalization would be based on a realistic foundation which 
would result in a sound financial structure and enable the railroads to do the neces- 
sary financing in the course of their business and at the same time maintain solvency. 
The financial interests are bitterly opposed to the doctrine of establishing capitalization 
on the basis of the rebuttable presumption as to earnings, but for the most part they 
are the group who stand to profit from unsound railroad reorganizations and con- 
solidations. In a communication dated July 8, 1939, addressed to the Committee on 
Interstate Commerce of the United States Senate, Commissioner Joseph B. Eastman 
said: 
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If experience is any criterion, the chief beneficiary for some years would be the bankers 
and lawyers in charge of negotiation.§ 


This statement was made with reference to a proposed plan for encouraging rail- 
road consolidations. The Brotherhood of Railroad Trainmen has long opposed the 
policy of railroad consolidations and improvident railroad reorganizations, because 
we know that such financial manipulations never propose to improve service to 
shippers or to reduce rates, or to improve working standards of the employees. On 
the contrary, they serve only the interests of bankers and lawyers who reap huge 
fees from such transactions. These interests do not want the government to lay down 
any specific standards for the consummation of such transactions. Hence, they 
vigorously oppose the rebuttable presumption provided for in S. 1869, previously 
mentioned, which would create a realistic capitalization for reorganized railroads, 
such capitalization being based upon the probable future earning power of the road. 
This opposition was well illustrated by Mr. Bell, above quoted. In 1939, he testified 
against the provisions relating to the rebuttable presumption in S. 1869. In appearing 
before the House Judiciary Committee in 1935, he said:® 

I object to this act having anything in it about valuation . . . just leave it out . . . the 
valuation should come out of this thing. . . . 

The wisest thing that was ever said to the Interstate Commerce Commission—and I 
have no doubt that men are within the sound of my voice who heard it said—was said 
by Commissioner Prouty one day 15 or 20 years ago. We were. talking to the Commission 
—it was after he left the Commission; he was in charge of the Bureau of Valuation; and I 
hope these gentlemen will correct me if I am wrong—he stood up and said to the 
Commission: 

“Go ahead and make your values but do not tell anybody how you do it, because if 
you lay down a rule, somebody is going to attack the rule. If you make your values let 
them attack the values, but keep your rule to yourself.” . . . 

“What you need is a provision for issuing securities, without limitaton on the Com- 
mission.” 


In an article of this length, the subject of railroad reorganizations could not be 
dealt with completely. Enough has been said, however, to indicate that there are 
grave social and economic problems involved in railroad reorganizations. Further- 
more, it is clear that receivership and reorganization in the railroad industry is of 
such vital importance and requires such technical training and skill, as to make it 
imperative that a special railroad reorganization court be established. Such a court 
would be composed of judges and assistants who are experts in this field and who 
would be able to cope with the talent of the railroad reorganization bar. Under 
present conditions, our courts not only are unfamiliar with the problems of railroad 
reorganization, nor do they have assistants who are familiar with this subject, but 
they are required to take railroad reorganization cases along with assignments of 


* Quoted in Hearing, supra note 4, Pt. 2, p. 186. 
® Hearings before the House Committee on the Judiciary on H. R. 6249, 74th Cong., 1st Sess. (1935) 


271, 278, 279. 











Lasor’s INTEREST IN RaILRoaD REORGANIZATION 493 


many other cases, a fact which gives them neither the time nor the opportunity to 
give consideration to the problems that arise in this complex and vitally important 
problem of railroad reorganization. 

As can be seen from the foregoing, railroads are brought to financial difficulties 
because of the manipulations and exploitations by financial interests and stock market 
operators. When railroads are reorganized on an unsound basis, railroad manage- 
ments simply cannot operate them with fairness to the traveling and shipping public 
and with justice to their employees. Driven to desperation by unreasonable financial 
requirements, railroad operating managements resort to under-maintenance and 
reduction in the number and quality of transportation services to the public. They 
undertake to slash their labor costs, and, when organized railroad labor meets the 
challenge in an effort to protect the human assets of the industry, the giant railroad 
propaganda machine goes into action through press, radio, and every avenue of 
publicity, in an effort to make the public believe that the railroad workers, rather 
than improvident and extravagant financial manipulation, is the cause of the rail- 
roads’ difficulties. Of course, railroad labor has an impressive and effective reply to 
such propaganda, because railroad workers are now producing more revenue per 
wage dollar than ever before in history, so whatever may be wrong with the railroad 
industry, it cannot be laid at the door of the railway workers, whose ever-rising pro- 
ductivity has reduced their number from approximately 2,000,000 to approximately 
1,000,000, within the last two decades. Labor may also answer the propaganda attacks 
upon it, by reminding the country that, as a result of the Senate investigation of rail- 
road financial policies, Senator Burton K. Wheeler, Chairman of the Senate Railroad 
Investigating Committee, declared that the railroads are wasting a million dollars a 
day, or $365,000,000 annually. Much of this waste arises out of malpractices discussed 
in this article. 

Finally, a word should be said about the problem of competition which the rail- 
roads now have to meet. It is true that the railroads once had a virtual monopoly in 
the transportation field and, for one who has enjoyed the complacency of such mo- 
nopoly, it is frequently difficult to bestir oneself to meet competition as it arises to 
threaten the monopoly advantage so long enjoyed. Railroad managements are 
properly criticized for having been lethargic during the growth of competition from 
trucks and other forms of transportation. This is an age of mass production and in 
virtually all industries, except the railroad industry, the small producer is being en- 
gulfed by the mass producer. But, the railroad industry with its vast mass-carrying 
capacity, as compared with its competitors, complains greatly because of the new 
forms of competition. The railroads have demonstrated their ability to meet and 
defeat competition when they set out in earnest to do so. 

When the passenger business first began to leave the railroads, instead of offering 
faster service and cheaper transportation, the railroads continued to pull off passenger 
trains, claiming that the passenger business had gone to the private car owner and 
would never return to the rails. 
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But the chief difficulty in the railroad industry was pointed out by, the judge who 
was “amazed” at the amount of time railroad managements are required to spend 
on financial matters which divert their talents and attention from the problems of 
efficient transportation in this competitive age. Sound financial reorganizations and 
sound financial policies which would permit railroad managements to devote more 
of their time and more of the industry’s earnings to modern transportation require- 
ments and equipment, instead of so great a devotion to false securities and im- 
provident financial policies, would result in far greater benefits to the shippers and 
consuming public. It would enable the railroads, so indispensable to the year-around 
transportation needs of our nation, to adopt lighter and more flexible equipment, 
instead of following the banker policy of getting the maximum from labor through 
the use of costly, heavy and inflexible equipment. More speedy and flexible service 
would enable the railroads to compete more effectively and to restore business vol- 
umes and employment in the railroad industry. Present financial policies handicap 
the railroads in meeting competition, and this in turn aggravates the financial 
difficulties of the railroad industry. 











PROTECTING THE USER INTEREST IN RAILROAD 
REORGANIZATION 


ARMISTEAD B. Roop* 


I 


The typical railroad reorganizations before the enactment of Section 77 in 1933 
did not adversely affect the public interest in transportation service. Receivership 
machinery went into motion as soon as earnings and credit had become insufficient 
to pay junior fixed charges, but while there was still enough to cover operating ex- 
penses, taxes, joint facility rents, senior bond interest and rent for leased roads. By 
cutting down those fixed charges junior to all these prior charges the receivership 
eased the pressure on the earnings and thus safeguarded the prior charges and the 
integrity of operation and service. By deferring or reducing to stock category large 
junior principal debts incurred by the road to augment facilities, the typical reor- 
ganization enabled railroad users to enjoy those facilities without paying for them. 

For these reasons and because reorganization customarily toned up management 
and made up for deferred maintenance, receivership usually benefited the public 
interest automatically. Hence this interest received no special attention in the re- 
ceivership proceedings which were deemed mere debtor-creditor affairs that would 
give the public interest due recognition simply by producing a reorganized debt struc- 
ture sound enough to enable the road to command new capital requirements cheaply. 

Reorganizations are now cutting deeper. Current plans proposed under Section 77 
freely upset rights of senior creditors. Foreclosures and collateral sales are prevented, 
leases are rejected, stockholders are obliterated. Sub-section (b) requires new capital 
structures to conform more strictly to conservative estimates of future earning power, 
regardless of valuations. The new rigor has engendered new pressures to keep 
security holders’ sacrifices to minimums by conserving assets and developing 
maximum income estimates. 

Only two ways exist to increase earnings: by raising revenues and cutting ex- 
penses. Depression, industrial relocations, and expanding resort to non-rail transport 
have blighted opportunities for increasing traffic and rates, the components of 


* A.B., 1931, LL.B., 1938, Harvard University. Executive Research Director of the Old Colony Com- 
muters & Shippers League. Assistant counsel to the subcommittee of the U. S. Senate Committee on 
Interstate Commerce investigating railroad finances and related matters, 1935-1937. 

The problem of the user interest has been made specific in this article by reference to pending proceed- 
ings, including discussion of issues in controversy therein. As to these proceedings the writer is not 
disinterested, and his presentation of those issues should be read with that fact in view. 
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revenue. Operating expenses are chiefly for labor and supplies. The mere bankruptcy 
of a purchaser does not normally reduce the cost of its supplies. Wage levels, which 
average 74 or 8% above 1929 levels, can be reduced no more easily by a road in 
Section 77 than by a solvent road, for subsection (n) forbids judges and trustees from 
changing wages or working conditions except as prescribed in the Railway Labor 
Act.’ Little hope of increasing earnings lies through tax reductions; in fact social 
security objectives have imposed new taxes. 

Faced by these barriers, those in charge of reorganizations direct their attention to 
those services which every large railroad operates as a public accommodation, and 
which alone do not earn their separate costs. The entire passenger service pays on 
only a few roads, and on none of these does every passenger train and every stop pay. 
Moreover, all railroad systems are consolidations of numerous small roads, and as 
systems consolidate they concentrate through traffic onto one line and dry up 
duplicate services for system economy. Thus the trend is for fewer segments to 
receive the support of through traffic for losing accommodating services. The losing 
services, passenger and freight, are therefore increasingly vulnerable to attack under 
the new pressure of the severe reorganizations. 


II 


Yet the most important interest in railroads, however, is not the interest of the 
stockholders, bondholders, labor, or tax-collectors, however .public these now may be. 
The original and primary interest in railroads is the public interest in railroad use 
and service, which has always received legal protection under two theories. 

1. Through common law recognition of public dependence on service. The 
ancient attitude was classically restated by Chief Justice Waite in Munn v». Illinois:* 


Property does become clothed with a public interest when used in such a manner to 
make it of public consequence, and affect the community at large. When, therefore, one 
devotes his property to a use in which the public has an interest, he, in effect, grants to the 
public an interest in that use, and must submit to be controlled by the public for the com- 
mon good, to the extent of the interest he has thus created. He may withdraw his grant 
by discontinuing the use; but, so long as he maintains the use, he must submit to the 


control. 
2. Through limitations in franchise grants.* Carriers perform franchise condi- 
tions by complying with the changing concepts of adequate service, reasonable rates, 


See REPORT OF EMERGENCY Boarp APPOINTED SEPT. 27, 1938 UNDER §10 oF RatLway Lazor Act 
for history of wage trends since 1916 and explanation of mechanics of adjustment. This report found 
wage levels generally not too high but containing individual excesses which it implied the roads might 
adjust individually rather than via a general horizontal decrease. 

? Munn v. Illinois, 94 U. S. 113, 126 (1876). 

* Franchises are mandatory or permissive depending on construction. Obligations become attached 
to a franchise originally “permissive” when grantee exercises it and public dependence thereon develops. 
Franchises convey only those powers expressly conferred or necessarily implied. Thus the power to 
transfer the franchise by lease or otherwise cannot be implied. Courts construe franchises strictly against 
the grantee and in light of broad public policy. Legislatures impose new duties by general or special 
amendatory statutes in exercise of the state police power, which the legislature cannot abdicate. Commis- 
sions enforce franchise duties under statutory rules. 
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and absence of discrimination. The statutes and cases have dealt chiefly with the 
last two of these, for we have generally had an oversupply of railroad facilities rather 
than a lack. Yet to render adequate public service is the foremost obligation; it 
persists as long as the carrier elects to enjoy the benefits of its franchises. Public pro- 
tection is not limited to constant riders and shippers; it includes the suburban home 
owner who without the railroad would pay more for his coal and get less for his 
house, the wife of the employee in the local factory which would close if the railroad 
stopped, and the butcher, the baker, the candlestick maker who supply commuters 
and shippers. Waite spoke of the “community at large,” “the common good,” of 
granting “to the public an interest in the use.” 


Of course the duty has limits. “Apart from statute or express contract, people 
who have put their money into a railroad are not bound to go on with it at a loss 
if there is no reasonable prospect of profitable operation in the future.”* Such com- 
pulsion would be taking private property without compensation in violation of the 
Fourteenth Amendment. However, even though a specific service fails to cover its 
separate costs, it may be properly required when it is necessary, when the carrier’s 
franchises are generally profitable, and if the weighing of private and public interests 
warrants a finding that it is a reasonable burden on the carrier’s profitable franchises,® 
an indirect income tax or rent reserved to the franchise grantor. 

State commissions nowadays measure the franchise duties under broad statutory 
powers delegated by the legislatures. Federal regulation is based on Section 1 (18-20) 
of the Interstate Commerce Act, which prevents a road from abandoning a line 
without an I. C. C. permissive certificate stating that such abandonment is compatible 
with public convenience and necessity as to interstate commerce. The intrastate 
service may not be abandoned without a state certificate unless the I. C. C. finds that 
continuing the losing intrastate service is an “unreasonable burden on interstate 
commerce.”® The I. C. C., however, exercises no jurisdiction over abandonments of 
services when the line is retained for other services.*? Thus a road may cut trains in 
interstate or intrastate commerce from 100 per day to 1 per week without any I. C. C. 
certificate. State commissions regulate service as well as line abandonments. 

However adequate these state and federal service protection mechanisms may 
formerly have been in a generally expanding economy, they do not today appear to 
secure the public interest against the new pressures of drastic reorganization. These 
pressures jeopardize all owned or leased lines and services which can be legally shown 

* Holmes, J., in Bullock v. Railroad Commission, 254 U. S. 513 (1921), citing Brooks-Scanlon Co. v. 
Railroad Commission, 251 U. S. 396 (1920). 

5 Southern Ry. v. Hatchett, 174 Ky. 463, 192 S. W. 695 (1917), discusses the cases distinguishing 
between the right to abandon an entirely insolvent road and the duty to operate losing branches of a 


solvent road. See also Brownell v. Old Colony R. R., 164 Mass. 29, 41 N. E. 107 (1895). 

® This control is exerted over intrastate commerce only to free interstate commerce from unreasonable 
burdens. See Brandeis, J., in Colorado v. U. S., 271 U. S. 153, 163 (1926). 

7 Public Convenience Appl., Kansas City Southern Ry., 94 I. C. C. 691 (1925); see Proposed Abandon- 
ment, Morris & Essex Ry., 175 I. C. C. 49 (1931). 
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by a segregation formula or otherwise not to pay their separate costs, despite public 
necessity, despite system profit from other services on the same lines and even at 
the same stations, and despite system profit from through traffic diverted away from 
the particular line in furtherance of consolidated system concentration.® 

How the new pressures operate is shown below by a simplified presentation of 
the case of the Old Colony lines in the current reorganization of the New York, 
New Haven and Hartford Railroad Company, a case notable for the magnitude 
of the services affected and illustrative of the difficulties in achieving strong, articulate 
representation of the user interest. Following this case history, a proposal for imple- 
menting user representation will be presented. 


Il 


Before 1893 the Old Colony Railroad Company® operated a large integrated 
system in southeastern Massachusetts, with three lines to Providence, and rail-water 
Long Island Sound lines to New York. It was the only railroad in Fall River, New 
Bedford and Brockton, the principal one in Boston, and important in Lowell, Fitch- 
burg, and Providence. With one exception its lines embraced the entire present New 
Haven system in eastern Massachusetts. Yet it was then in no way dependent upon 
the New Haven, for it had excellent through connecting routes west, especially via 
the Boston & Albany line, and south via its own Fall River and New es boat 
lines, but none via the New Haven. 

During 1893 the entire Old Colony properties and franchises were transferred to 
the New Haven by lease for 99 years, the maximum term permitted by Massachusetts 
statutes. The 7% return on Old Colony stock provided in the lease attests the value 
of the Old Colony franchises. The Old Colony then went out of the railroad busi- 
ness, but its securities improved their seasoned stature in the market, and they stayed 
off the New Haven’s balance sheet. Yet, as Commissioner Eastman has stated, “a 
lease for 99 years is often regarded as the equivalent of ownership in fee, and the Old 
Colony was treated by the New Haven as if it were so owned.”?° 

The New Haven acquired full and exclusive use of the properties for a term 
longer than any man’s lifetime. The asset which provided the going concern value, 
the operating organization, was turned over completely and permanently. The New 
Haven acquired a majority of Old Colony stock. It transferred the Old Colony’s 
New York steamboat lines to another New Haven subsidiary. It integrated Old 
Colony rail operations with its other lines, merging facilities, scrapping duplications, 
and altering traffic channels, all in the interest of system efficiency and in the quest 

® While over 35,000 miles of road are leased, this is by no means just a leased line problem. All seg- 
ments are vulnerable which can be made subject in reorganization to a segregation of earnings and 
expenses which does not show a net income. Current practice divides lines into segments according to 
mortgages and leases. The resulting segments, if legally logical, are frequently incapable of separate 
operation. ; 

® The name refers to the old Plymouth Colony, now southeastern Massachusetts. 


3° Eastman, C., dissenting in New York, N. H. & H. R. R. Reorg., Fin. Doc. 10992 (March 22, 1940) 
mimeo. rep. at 178. 
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for maximum net income for the New Haven. Several Old Colony routes from Bos- 
ton to New York were dried down, with others, to one concentrated route over the 
Old Colony’s leased Boston & Providence line,’ which was then promoted as part 
of the New Haven’s “Shore Line.” ‘Traffic was routed away from the historic non- 
New Haven Old Colony through routes. The Old Colony Company disappeared 
from public concern, and on its former lines the engines, cars, signs, tickets, bills of 
lading, time tables, route guides, conductors, and paychecks all bore, and still bear, 
only the proprietary label of the New Haven. 

The user interest in the Old Colony area obtained the protection of the entire 
New Haven system earnings by franchise transfers under the 1893 lease, to which 
Massachusetts gave the necessary consent. The New Haven quietly performed the 
service for over 45 years, while the area grew industrially and resortwise, and became 
inseparably grafted by the railroad into the metropolitan scheme of Greater Boston. 
Far more passengers still ride into Boston over the former Old Colony lines to 
America’s heaviest-volume steam station than ride over the New Haven’s line into 
New York. On those Old Colony lines are the chief system freight terminal area, 
the largest system shipper, numerous famous industrial plants, a great world port— 
and incidentally the system’s only steam locomotive repair shops. The New Haven 
cannot be operated without parts of those lines. 

Such a service might seem invulnerable, but there follows a chronological enu- 
meration of the steps by which reorganization has placed it in jeopardy. 

1. On October 23, 1935 the New Haven petitioned the United States District 
Court for the District of Connecticut for reorganization under Section 77. The court 
appointed trustees for its properties, who tentatively continued paying Old Colony 
rentals. The general public was justifiably not alarmed. It seemed that the splendid 
property would be relieved at last from extravagant debt burdens created in the early 
twentieth century. Old Colony stock climbed back from its 1935 low of 39 to 70 by 
March 30, 1936; its bonds rose to go. 

2. On June 1, 1936, the trustees, on the basis of earning power studies prepared 
for them, rejected the lease as unprofitable, thus putting on Old Colony the primary 
duty of entering and operating its railroads. Service would have stopped had the 
lease rejection entailed cessation of operation by the New Haven, for, although 
deferentially termed a “carrier” in subsequent proceedings, the Old Colony was still 
just a bookkeeping device. It had neither funds, organization, nor equipment to 
operate its railroads, and the latter had become unworkable apart from the system. 
Accordingly, on June 3, 1936 the court ordered the New Haven trustees to continue 
operating the lines entirely as before, but, retroactively since October 23, 1935, for the 
account of the Old Colony, as authorized by subsection (c) (6).?” 

11 The line of the Boston & Providence R. R., which was leased to the Old Colony in 1888 for 99 years, 
was part of the Old Colony system turned over to the New Haven in 1893. 

2 This paragraph puts the duty to operate upon lease rejection in the lessor “unless the judge, upon 


the petition of the lessor, shall decree after hearing that it would be impracticable and ‘contrary to the 
public interest for the lessor to operate the said line, in which event it shall be the duty of the lessee to 
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3. Simultaneously the court approved the Old Colony’s petition for reorganiza- 
tion in the same proceedings as a stock subsidiary of the New Haven. On June 18, 
1936 the three New Haven trustees were appointed trustees of the Old Colony.1® 


4. On June 1, 1937 the New Haven proposed a plan of reorganization providing 
for acquisition of all of Old Colony’s properties on terms which included the ex- 
change of two new New Haven shares for each outstanding Old Colony share. 
Old Colony interests demanded more, and I. C. C. plan hearings went into the con- 
troversial measures of Old Colony’s severance or strategic value, the contribution of 
its traffic to system earnings, value of particular facilities, potential economies, etc. 


5. The trustees needed a basis for charging the Old Colony for operating its 
roads. Their studies were reduced to a segregation formula, a device for cutting the 
patient in two and allocating to the part called Old Colony separate revenues and 
expenses and a share of the joint items. “No adequate formula can be devised for 
such a purpose,”?* and this one created controversy. The I. C. C. on reference found 
that, while the formula failed to recognize severance and contributory value and the 
value of particular facilities, those items were properly left for consideration in the 
plan hearings.!® The I. C. C. found the formula “as fair and equitable as circum- 
stances will permit,”® but it was careful to state also that its recommendations were 
“in no wise intended to express any views with respect to the use of the results ob- 
tained from the application of the formula or the weight to be given such results.”17 
This “approval” was issued April 15, 1938, and confirmed by the district court 
May 25. No appeal was taken by the Old Colony. 

6. On July 18, 1938 the court approved trustees’ accounts charging the Old Colony 
with over $11,000,000 for advances, representing very largely deficits segregated under 
the formula. An appeal was then taken, but the Circuit Court of Appeals held that 
it was too late for Old Colony to attack the formula.’* The operating deficits were 
allowed as administrative expenses against the Old Colony estate with priority over 


continue operation on or for the account of the lessor until the abandonment of such line is authorized by 
the Commission in accordance with the provisions of Section 1 of the Interstate Commerce Act as 
amended.” 

*® The New Haven trustees were ordered to continue operating the Old Colony in the system, quite 
as before, but filing separate accounts. As the Old Colony’s trustees they have contested those accounts 
and represented its side in the litigations through separate counsel. Appointment of identical men for both 
posts has caused avoidable criticism, but its vice lies not in any partiality but in the fact that their enforced 
impartiality prevents Old Colony from having the partial, aggressive management it deserves if it is to be 
separately charged. See note 24, infra. Since the added income which a separate Old Colony could obtain 
is a factor in the reorganization plan negotiations, this vice is mitigated as to the security holders but not 
as to the public. 

The absence of separate trustees renders the case analogous to one where the lines involved are owned 
outright, even though mortgaged, for no separate operating trustees would there be appointed. Nor would 
there always be special security holders’ counsel to argue on behalf of the lines. 

** Eastman, C., dissenting, in New York, N. H. & H.R. R. Reorg., Fin. Doc. 10992 (March 22, 1940) 
mimeo. rep. at 180. 

*5 New York, N. H. & H. R. R. Reorg., 224 I. C. C. 723, 729 (1938). 

16 Td. at 732. 17 Id. at 725. 

*® Palmer v. Palmer, 104 F. (2d) 161 (C. C. A. 2d, 1939). 
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the Old Colony mortgage. Deficits have continued annually. Old Colony stock 
has fallen below 50 cents a share. 

7. After the June 1937 plan hearings, the I. C. C. examiner found that no reor- 
ganization plan could be accomplished because of the drastic mid-1937 recession. 

8. Meanwhile the trustees turned to economy. Several minor abandonments were 
consummated with I. C. C. approval; other discontinuances and curtailments were 
made without the necessity of such approval. In some cases highway transport was 
substituted. The former Old Colony steamboat lines to New York were abolished 
(although competing non-New Haven lines are able to continue). This system econ- 
omy deprived Old Colony lines of considerable through “overhead” traffic, as did 
further route concentrations which were effected. : 

g. On December 28, 1937, the trustees applied to the Massachusetts Department 
of Public Utilities for authority to stop passenger service to 88 stations, without 
stopping freight service. The D. P. U. commenced lengthy hearings. 

10. On June 20, 1938, the savings bank bondholders’ committee and the trustees 
both prayed the district court for authority to close the station service regardless of 
the D. P. U. The court notified the state, which appeared in the hearing (the first 
appearance in this chain of court and I. C. C. proceedings by a public agency) against 
the petition but did not produce witnesses, cross-examine, or argue against the court’s 
jurisdiction. The order was issued,!® the station service stopped, and the state ap- 
pealed. An unpaid legislative commission was appointed to investigate. 

11. On July 19, 1938, the New Haven trustees with court approval performed one 
of their two main functions as Old Colony trustees by rejecting the Boston & 
Providence lease of 1888, since that line had operating deficits under the formula. 

12. On January 16, 1939, the Circuit Court of Appeals held the 88 stations order 
invalid as beyond the court’s jurisdiction.2° The trustees appealed, and the stations 
remained closed. 

13. On May 31, 1939, the Old Colony filed an amended plan of reorganization 
providing for abandonment of the main owned lines of the Old Colony, the so-called 
“Boston Group,” including the heaviest-traveled railroad into Boston, which after 
the curtailments still had 121 passenger trains and large industries including one 
plant now employing 17,000 men. The New Haven in its simultaneous amended 
plan announced that it was now “unwilling” to acquire the Old Colony unless the 
passenger service on the Boston Group ceased, but it proposed to acquire the Boston 
& Providence directly (short-circuiting the Old Colony) ‘for a high consideration, 
including waiver of the segregation deficits. 

2° New York N. H. & H. R. R. Reorg. Order No. 289, July 7, 1938 (D. Conn.). The order had 
precedents. New York, S. & W. R. R. Reorg., Orders Nos. 29, 32, Nov. 1937 (N. D. N. J.); Fonda, J. & 
G. R. R. Reorg., Order, March 19, 1938 (N. D. N. Y.), discussing authorities. The theory of the order was 
(1) exclusive bankruptcy jurisdiction to effect reorganization; (2) prevention of reorganization by segre- 
gation formula deficits; (3) reduction of those deficits by the discontinuances. The order applied also to 
stations on owned lines, subject to divisional mortgage segregation. See Transcript of Hearings on Petition 


for Order No. 289. 
?° Converse v. Massachusetts, ror F. (2d) 48 (C. C. A. 2d, 1939). 
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14. On June 14, the trustees summarily posted notices of complete passenger dis- 
continuances on the Boston Group in September, acting under general court authority 
to take steps toward economy but without any special authority. 

15. These notices threw the area and the Boston State House into an uproar of 
confusion, resentment, and panic. The legislative commission reported hopelessness 
and expired. The attorney-general threatened to have New Haven franchises re- 
voked. A special committee recommended a new unpaid legislative commission to 
the governor, who pleaded with the trustees to await the new commission’s report. 
The trustees petitioned the court for instructions; the latter persuaded the trustees 
and the legislative commission (not the D. P. U.) to agree on negotiations for com- 
promise, the discontinuance to be postponed until January, 1940 and the trustees free 
to bring abandonment proceedings. 

16. At the new plan hearings in June, 1939 the presiding commissioner declined 
to consider the abandonment provision without the formalities of an I. C. C. aban- 
donment proceeding. 

17. November 6, 1939 the Supreme Court affirmed the Circuit Court of Appeals 
in the 88 stations case, holding that the bankruptcy did not give the judge power 
to supervene the state’s normal regulatory power, except in a plan of reorganization.?* 
The D. P. U. then postponed an order to reopen the 88 stations until the trustees 
could present proper evidence. 

18. The trustees continued private conferences with the new legislative commis- 
sion concerning a reduced “interim schedule” for the Boston Group, but during 
the conferences they started an I. C. C. abandonment petition under Section 1(18). 

19. On November 30, the Old Colony filed a second amended plan containing 
provision for amending the charters of the Old Colony and the New Haven so that 
neither would be bound to operate passenger service anywhere on the Old Colony. 

20. In February, 1940 the D. P. U. ordered 32 stations out of 88 finally reopened, 
and in March approved a reduced service of 72 trains instead of 121, estimated to 
save $500,000 per year. 

21. March 16, 1940, the I. C. C. opened abandonment hearings. The trustees 
presented a case on behalf of Old Colony security holders on the theory that they 
were saddled with the trustees’ segregated deficits as the sole measure of operating 
cost which would devour their estate unless abandonment were granted. 

25. As of March 22, 1940, the I. C. C. approved a plan of reorganization for the 
New Haven recommending inclusion of the Boston & Providence but not of the Old 
Colony proper as to the status of which decision was deferred.??_ Commissioner East- 
man wrote a vigorous dissent, castigating the segregation formula as a measure of 
value. Petitions for reopening were filed in May and argument thereon was heard 
June 27, 1940, when the Old Colony again urged its plan to merge the roads with 
the antipassenger charter amendments. The petitions to reopen, together with the 
abandonment case, are pending. 


*1 Palmer v. Massachusetts, 308 U. S. 79 (1939). 
82 New York, N. H. & H. R. R. Reorg., supra note 10. 











PRoTECcTING THE User INTEREST IN REORGANIZATION 503 


IV 


This chronology shows how the reorganization maneuvers have established a 
situation where, as things stand now, the Old Colony service has been cut off from 
the support both of the New Haven, despite the consolidation of 1893, and of the 
Boston and Providence, despite the consolidation of 1888. This service is even 
deprived of the strength of an independent Old Colony, for the sole measure of its 
right to support used thus far in both the 88 stations order and the abandonment 
proceedings is the segregated Old Colony deficits. In the abandonment case the Old 
Colony interests, while regretting that they were unable to prevent these deficits 
from being charged as prior liens or to contest the formula, asserted that, right or 
wrong, the deficits were being charged against them and were not open to attack.?8 
Hence, under the most liberal view of due process, any requirement of continued 
operation of any losing service at their expense was confiscation. 

This attitude may be understandable, but certainly its assumptions are not 
axiomatic. If, for purposes of service abandonments, the fiction is to be indulged in 
that the Old Colony is a separate carrier, then must its status be determined by a 
formula devised for allocations of system revenue and costs? Instead, should it not 
be entitled to a formula reflecting advantages which would be sought by a man- 
agement primarily interested in the Old Colony’s welfare rather than, as now, 
in the system welfare? Important among these would be (a) diversions of through 
freight back to the old routes whereon the Old Colony, rather than the system, would 
get maximum return,”* and (b) divisions of through rates with the New Haven under 
the principles of Section 15(6) of the Interstate Commerce Act, which permit the 
I. C. C. to fix divisions among separate carriers giving due consideration to, among 
other things, “the amount of revenue required to pay their respective operating 
expenses, taxes, and a fair return on their property . . . and the importance to the 
public of the transportation services of such carriers . .. and any other fact or circum- 
stance which would ordinarily, without regard to the mileage haul, entitle one carrier 
to a greater or less proportion than another carrier”? This was one of the grounds 
on which the Old Colony tried to have the segregated deficits through 1937 set aside 
because the formula ignored this principle, but, as noted, this attack was held 
procedurally too late.25 Should the public be bound by this limitation? 

The same opinion also stated that the question was beside the point, because the 
Old Colony did not have the status of a separate carrier necessary to invoke Section 
15(6).2® If the realities are to be faced and the integral position of the Old Colony 
lines in the system frankly recognized, then why should not their service be accorded 
the benefit of continuing system support? It is by no means clear that subsection 


8 Old Colony R. R. Abandonment Hearings, Fin. Doc. 12614, Rec., passim, esp. pp. 13, 155-156. 

** Railroad agents seek maximum traffic and revenue for their system. The New Haven system receives 
gteatest revenue and mileage from Old Colony western freight when routed via the New Haven to the 
Hudson. The Old Colony receives much more under the formula via its old non-New Haven routes 
west. Since these give the New Haven system much less, agents on the Old Colony do not-prefer them. 

*5 Palmer v. Palmer, supra note 18. #6 Td. at 165. 
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(c) (6) permits the New Haven to abandon the lines without an I. C. C. adjudication 
that the New Haven is not able to support them as part of its system.27 Should not 
the lines at least get the support of the concededly heavy system earnings contributed 
by Old Colony’s traffic on the rest of the system lines? Or certainly that portion 
which the system would lose if the Old Colony were really severed? Should the users 
be denied any system status accorded Old Colony security holders.”® 

The merits of these contentions await determination; it is enough here to show 
that there are grave and subtle controversies, too many of which were resolved against 
the user interest before that interest attained recognition. True, the attorney-general 
obtained the overthrow of the 88 stations court order. But no public advocate has 
appeared in any segregation formula proceeding, and the 88 stations case left open 
the device of abandonments via a plan of reorganization. Nor has any of the de- 
cisions placed limits on the use of the formula in the I. C. C. abandonment case. 

Public officials in Massachusetts have been confused. They properly were not 
elected for knowledge of the esoteric concepts and techniques of railroad reorganiza- 
tion, and for four years they had no firm standing in the chain of proceedings. Their 
freedom of practical action has been hampered by statutory limits on their powers 
and also by business and political requirements of their offices. They are all busy 
men. They cannot wade into this railroad snarl and urge tax reductions, labor cuts, 
rate increases, or service reductions without danger of political embarrassment. The 
public interest is manifold, and its branches conflict. 


Vv 
In late 1939 a small group of people who themselves actually needed the railroad, 
formed an organization for the sole purpose of representing exclusively the user 
branch of the public interest. The Old Colony Commuters & Shippers League*® 
follows in the tradition of Brandeis’ and Eastman’s Public Franchise League of an 
earlier day in Boston.*® The League now has over 1200 members, including both 
individual citizens and business corporations, and has brought important civic groups 


into active alliance. 
The League had no panacea but was determined to secure adequate and stable 


service and had faith that by clearly and imaginatively exploring the complex legal 


27 Cf. Meck, The Problems of the Leased Line, infra p. 512, and, for greater detail, Meck, Railroad 
Leases and Reorganization: II (1940) 49 Yate L. J. 1401, 1403. See also Friendly, Amendment of the 
Railroad Reorganization Act (1936) 36 Cor. L. Rev. 27, 48. Cf. Webster & Atlas Nat. Bank v. Palmer, 
111 F, (2d) 215, 218 (C. C. A. 2d, 1940). 

8 The segregated deficits are not the basis on which the capital value to be given Old Colony security 
holders in New Haven reorganization securities will be determined. Against them will be offset the 
severance value to the New Haven, i.e., income concededly now accruing to New Haven from traffic on 
its own lines which it would not have if it lost the Old Colony. Also in the measure will be the damages 
allowed already to some $50,000,000 (a sum greater than its entire 1936 capitalization) for lease rejection 
and defaults. Thus the rejection was not a true divorce as to the Old Colony security holders but created 
for them a substitute position directly in the system. While the priority of the deficits is superficially 
alarming, the final plan will include items deemed fair and equitable in light of the history, and the 
I. C. C. plan for the Boston & Providence suggests that ultimately the segregated deficits of Old Colony 
will likewise be given short shrift. 

*° Originally “Old Colony Commuters League.” °° See Lier, BRANDEIS (1936) 66 ff., 76 ff., 210. 
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relations and economic facts a way would be found to make the railroad work. It 
preempted the position of chief speaker for the user interest and its general committee 
of leading citizens from all affected towns is able to say what service is really needed 
and what is not. Therefore it urged the D. P. U. not to reopen most of the 88 stations 
as a fair sacrifice to save the remaining service. As to that, it collaborated with the 
railroad in securing the reduction in trains from 121 to 72. It has appeared in town 
hearings for railroad bus permits and overcome natural prejudice against the peti- 
tioners. It has encouraged the reluctant railroad to petition to save $150,000 by 
automatic grade crossing installations. It cooperated in a campaign by the Boston wing 
in the railroad organization to increase freight use and has pledged all League mem- 
bers to use the railroad whenever possible. It has distributed a series of informative 
circulars, 10,000 at a time.®* 

Although it found that Massachusetts opinion had cast the New Haven and its 
trustees as villains in the piece, the League recognized that the Old Colony is geared 
only to be part of the New Haven and that therefore the major objective must be 
to persuade, or if necessary to force, the New Haven to adopt and merge the Old 
Colony lines legally as well as factually. Hence with some trepidation (for none of 
its active members had ever been in a railroad reorganization) the League secured 
general intervention in the I. C. C. plan proceedings to advocate what it deems to be 
“compatible with the public interest.”8? This intervention, which unfortunately came 
after the record had been closed, seems to have set a precedent. The League filed 
exceptions to the proposed November plan and, after the I. C. C. March, 1940, plan 
was issued, petitioned for a review and reopening for insertion of new matter con- 
cerning Old Colony value in the system. In June it argued on that petition, which is 
pending. The League’s biggest efforts have been in the I. C. C. abandonment case 
where it presented the case for local actual necessity and is trying—unsuccessfully so 
far—to disestablish the trustees’ theory of the case. This case is likewise pending. 


A special contribution of the League has been to act as a magnet, bringing parties 
in from extreme to conciliatory positions. Quietly and continually, but apparently 
without antagonizing, it suggests constructive moves for other parties to make. It 
seeks to reach beyond the normal ambit of reorganization. Not permitted in the 
I. C. C. abandonment hearing to discuss ultra-modern motor cars with possibly one- 
or two-man crews instead of four- or five-man crews on present minimum steam 
trains, the League is promoting their consideration in other ways.** It is encouraging 
local property tax reductions by towns and hopes to present a new general reform 


*2 One purpose of these circulars was to combat suspicion that the League by aiding the railroad had 
become a railroad stooge. 82 §97(d) 1st par. 

*° The League recently invited local public and press officials to a demonstration of the new cars on the 
N. Y., S. & W. in New Jersey which are expected to be operated for 35 cents per mile, a figure far lower 
than any conceded by the New Haven. 

Coordination with other carriers by rail (including transit lines) and highway is being considered by 
the League, including the utilization by the B. & A. of the Old Colony’s Boston coach yard instead of its 
own, an economy estimated, in a 1935 report by both roads to the Federal Coordinator, to provide 
$235,000 annual savings, plus release of valuable land ripe for civic development. 
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railroad tax statute to the next legislature which will aid insolvent roads. Also it 
hopes to have the railroad segregate great non-railroad landholdings, perhaps into a 
separate subsidiary, to take the burden of Greater Boston’s increasing realty taxes out 
of the railroad accounts. The League hopes, if heavy steam trains can be removed, 
to initiate labor adjustments which will be helpful to all sides, including labor.*+ 


VI 


The League’s aspirations are definitely off the beaten track. But why should not 
such things be gone into in a railroad bankruptcy if it will save service? One excuse 
is the traditional limits of reorganization scope to debtor-creditor adjustments. The 
new deeper reorganizations demand broader techniques. Another is the fact that 
outlets for the new reorganization pressures to develop earning power are blocked in 
other directions than service abandonments. A third is the domination of reorganiza- 
tions by busy lawyers who too often do not really know their properties. Many have 
never seen them; most have never really analyzed operations, traffic opportunities, 
rate policies, labor agreements, or cooperative economies with other roads. Even 
when the lawyers are railroad experts, they wring the statutes and precedents for 
brilliant legal devices to prefer their clients above other groups in reorganization—- 
and that is what they are hired to do. However valid these tactics, they do not solve 
the service problem of the railroad. 

The lawyers and courts rely on the trustees for smart management. Other than 
the presidents of the roads, these usually come in from such non-railroad work as 
insurance executiveship and must themselves rely heavily on notably conservative 
organizations of men largely trained from youth in compartmentalized routines,®® 
to which the reorganization has added shackles of fear. Partisan groups also engage 
the services of economist-advocates, whom they qualify as experts to present data and 
analyses in favor of their views. 

While the district judges do not pretend to know the minute ramifications of the 
sprawling roads in their custody and work under the pressure of a Supreme Court 
mandate of speed,** “the judicial process in bankruptcy proceedings under Section 77 
is, as it were, brigaded with the administrative process of the Commission”®* in many 
aspects where the public interest is affected. But the I. C. C. is a tribunal whose 
primary function is as arbiter,3® and even in that function is badly overworked.®® 


** The League is not anti-labor. It agrees with the Coordinator that labor-saving changes with humane 
safeguards for men displaced is, considering all factors, in the best interests of railroads and labor. See 
Fep. CoorDINATOR OF TRANSPORTATION, 4TH REPORT (1936) 73. 

®5 See Fep. CoorDINATOR OF TRANSPORTATION, PassENGER TRAFFIC REPORT (1935) 5I. 

*° Continental Ill. Nat. Bk. & Tr. Co. v. Chicago, R. I. & P. Ry., 294 U. S. 648, 685 (1935). 

*7 Frankfurter, J., in Palmer v. Massachusetts, 308 U. S. 79, 87 (1939). 

88 See Nelson, Representation of the Consumer Interest in the Federal Government (1939) 6 Law & 
Contemp. Pros. 151, 156. “The Commission [has] increasingly emphasized its judicial function at the 
expense of its role as public defender. . . . This tendency appears to have been inevitable. . . . It is 
obviously impossible for the same group of officials to act as impartial arbiters and as zealous defenders 
of one of the parties involved. . . . As a result, the [consumer interest] has been largely unrepresented at 
court and has lacked an effective voice in the Commission’s deliberations.” 

*° Dembitz, Progress and Delay in Railroad Reorganizations Since 1933, supra, p. 415. 











PRoTEcTING THE User INTEREST IN REORGANIZATION 507 


The New Haven case—there will be many like it*°— shows that the “consumer” 
interest needs a more positive form of representation. However this interest may be 
organized, it calls for an able and courageous spokesman, free from financial and 
political entanglements, who in advocating its cause against the reorganization 
pressures will ensure that squeezing out the users is not taken as the road of least 
resistance. In doing this the spokesman must not hesitate to conciliate rigid partisan 
insistences or to promote vigorous, even unorthodox, operating improvements, tax 
and labor adjustments, coordinations, public aid devices, etc. His legal status in the 
proceedings must be unquestioned. His work and that of an adequate staff should 
be recognized as valuable to the reorganization and entitled to reasonable support 
currently from the railroad estate. 

Reliance upon a volunteer group of citizens organized to protect their rail service, 
such as the League in the New Haven case, will seldom result in meeting the fore- 
going specifications. The League’s germination was a happy accident. Spontaneous 
generation of such groups will be infrequent. If they arise, time-consuming intricacies 
will limit their effectiveness. If the uncongenial task of soliciting private contribu- 
tions is to be avoided, the court must be persuaded to permit intervention in the 
proceedings on a basis allowing compensation; yet this will present difficulties when 
more than one user representative emerges.*? 

The problem of consumer advocacy has plagued other fields of government 
regulation. In the NRA, the AAA, and the Bituminous Coal Commission a perma- 
nent consumers’ counsel was made part of the regulatory mechanism.*? It would 
seem that in railroad reorganizations this device would not serve best, for the railroad 
geography in each area is individual and the problems of each area are likewise 
diverse. The consumers’ agency must therefore combine capability with knowledge 
of local conditions and procedures, and it should bring a fresh approach into each 
case. This could scarcely be expected of a section in any department or bureau. 

Fortunately a simple solution is at hand, for which no new legislation is needed. 
Under the existing statute** the I. C. C. may adopt the practice of appointing in all 
cases where conditions warrant a special users’ counsel with a staff. The counsel 
should preferably be resident in the general region affected and be advised by com- 
mittees representative of the various localities and classes of service involved. The 


*° As pressures increase, regional consolidations seem inevitable, concentrating through traffic on the 
most efficient routes to a degree approximating current concentration of through express and parcel post 
traffic. This will produce savings, estimated in the Prince-Barriger Plan of 1933 at $2,000,000 daily. Yet 
it will withdraw from more lines the support of through traffic and threaten the integrity of their 
remaining service. 

“1 There is the risk of duplication of argument, time, expense. Towns and civic boards have separate 
counsel. Occasionally, too, a member of the lunatic fringe will gather sufficient backing to enable him to 
assert representation of a public interest. Sound exercise of judicial discretion is a better protection against 
these dangers than formulation of a rule excluding all except state officials. Incidentally, the latter, in 
addition to their other difficulties, will be especially handicapped where the particular service affected 
involves two or three states. 

“2 Discussed in Nelson, supra note 38. “8 §77(c)(12). 
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I. C. C. is better equipped than courts or state political officers to select men for the 
post with the qualifications which have been outlined.** 

State officialdom should appreciate relief from sole responsibility for advocating 
the public interest in these specialized and occasionally embarrassing proceedings. 
Those financial interests which seek rehabilitation of the road as a going concern 
rather than mere salvage for a class of system investors should find the special 
counsel’s objectives compatible with their own. Finally, both the court and the Com- 
mission itself should welcome the addition of a capable and authentic users’ spokes- 
man to assist them in their determinations of the public interest. 


“The district court would, however, have to approve the employment. Section 77(c)(12) provides: 
“. .. the judge . . . may make an allowance to be paid out of the debtor’s estate for the actual and 
reasonable expenses incurred in connection with the proceedings and plan and reasonable compensation for 
services in connection therewith by .. . such assistants as the Commission with the approval of the judge 
may especially employ.” 











THE PROBLEMS OF THE LEASED LINE 


Joun F. Meck, Jr.* 


The part played by the leased line in railroad reorganizations prior to those of 
the present day seems to have been rather inconspicuous. In those earlier reorganiza- 
tions, railroads, on the whole, were still in an era of expansion. While serious lease 
problems occasionally arose, they were generally capable of being solved without too 
much difficulty and without undue hardship to either lessor or lessee. Today, how- 
ever, the picture has been altered. Changes in transportation which have affected all 
railroads adversely have accentuated leased line problems. There are more problems 
than formerly and, in addition, they seem to be more serious. At the same time care 
must be taken not to overemphasize the difficulties of leased lines. A majority of 
those whose lessees are undergoing reorganization have given rise to but few issues. 
Some, however, because of unusual circumstances in their particular instances, involve 
perplexing problems. It is this somewhat “pathological” type of case with which we 
are principally concerned in this brief survey of leased line problems.* 

Lease rentals are an important part of the fixed charges of many railroads.? Dur- 
ing solvency of the lessee there is no way, save with the lessor’s consent, of reducing 
the amount of rent. But in reorganization this obligation may be drastically modified 
or even wiped out completely by reason of the power in the lessee’s trustees to reject 
leases. It is a powerful weapon and it is its exercise that creates the more acute 
problems. 

In any study of the leased line it must be borne in mind that the variations in 
railroad leases are tremendous. Almost every lease differs, in some slight detail at 
least, from every other lease. Nevertheless, certain general similarities do exist, not 
only in lease instruments themselves, but also in the origin and development of 
various lessors. From these some generalizations can be drawn which are helpful in 
providing a background for understanding the status of the leased line in reorganiza- 


tion of its lessee. 


*B.A., 1933, Dartmouth College; LL.B., 1936, Yale University. Member of the New York Bar. 
Assistant Professor of Law, Yale University School of Law. Author of the articles on problems of leased 
lines cited in note 1, infra. 

* The purpose of this article is merely to indicate some of the major problems. It is in no sense in- 
tended to be definitive. A more detailed discussion, together with a more complete collection of the 
authorities, is contemplated in a series of articles in the Yale Law Journal, two of which already have 
been published. Meck & Masten, Railroad Leases and Reorganization: I (1940) 49 Yave L. J. 626; Meck, 
Railroad Leases and Reorganization: Il (1940) 49 Yate L. J. 1401. 

* See I. C. C. Statistics or RatLways IN THE U. S. (1937) Statement No. 33. 

*See p. 511, infra. 
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The lease device appeared on the scene shortly after the building of the first 
American railroads. Its use soon became widespread as a convenient means of com- 
bining two or more independently operated railroads.* While a majority of leases in 
existence today were entered into prior to 1900, the lease has continued to be used up 
to the present.® 

Aside from a few unusual variations, most railroad leases follow in form the 
pattern of the real property lease. The lessor transfers to the lessee the use of its 
property for a term of years. In some instances this term may be as short as one year, 
but it is more likely to be 99 years, or even 999 years, and often it is expressly made 
perpetual.® Ordinarily everything the lessor owns goes over “lock, stock and barrel” 
to the lessee for the duration of the lease. In return the lessee agrees to pay a stip- 
ulated rental, generally to the lessor company, although it is not unusual for its 
promise to run directly to the lessor’s security holders.? The lessee also always 
promises to maintain the leased property and to return the road to the lessor upon 
termination of the lease in a certain specified condition. 

It is extremely difficult to ascertain precisely what was in the minds of the parties 
making the lease as of the date of its execution. In some situations, however, it seems 
that the parties clearly intended nothing more than an ordinary landlord-tenant rela- 
tionship. In others they seem to have merely been using the lease form to achieve 
all the consequences of a transfer of actual ownership of the leased line to the lessee.® 
This impression is strengthened in many cases by the course of events since that 
time.® . 

Regardless of the terms of a particular lease instrument and the original intent 
of the parties, practically all leased lines have had similar histories after the lease has 
been executed. Generally the lessor company has become an almost dormant entity.?° 
Its property has been merged into the lessee’s system and is indistinguishable from 
the rest of the lessee’s property. Not infrequently the lessor’s entire capital stock has 
been acquired by the lessee. Sometimes a large proportion of its bonded debt has 
been similarly acquired. But whether the lessor is independently controlled or not, 
in the majority of cases there is little likelihood of it ever again becoming an operating 
company." 

*In some instances the lease has been a mere device to facilitate financing extensions and branches of 
existing roads. Such a lessor never operated its own line. 

* From the close of the Civil War through 1937 there have been only six years in which at least one 
lease still in existence has not been executed. The active periods of lease-making were 1868-1872, 1887- 
1896, and 1921-1930. ® See Meck & Masten, supra note 1, at 632. 

* This type of promise is ordinarily referred to as a “guaranty” and in some leases is stamped on the 
face of the lessor’s securities. 

® Some leases may be leases in name only. One factor indicating that the parties intended something 
approximating a total transfer is the glaring inadequacy in some leases for what happens at the expiration 
of their terms. Ordinarily no schedules of rolling stock and equipment are included in the lease instru- 
ment itself, and occasionally it seems they never existed anywhere. 

* Particularly by the great number of instances where the lessee has become the sole owner of the 
lessor’s capital stock. 

7° See Meck & Masten, supra note 1, at 636-638; Brack, THe Lirrte Miami RatLroap (1940) 189. 

**In earlier eras of reorganization lessors often had been dormant only for a relatively brief period 
and they were able to resume operation. Today, when this period of inactivity has been much longer, the 
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It is with this brief background that we turn to the status of the leased line in 
the reorganization of its lessee. As pointed out above, the most significant problems 
arise upon rejection of the lease by the lessee’s trustees. Their power to reject leases, 
together with their concomitant power to adopt, has long been established in equity 
receivership practice and its existence under Section 77 has never been questioned.?? 
The term “rejection,” however, is somewhat a misnomer and requires some explana- 
tion. It is fundamental that the lessee’s trustees do not become obligated upon a 
lease by reason of their appointment. Such an obligation, binding upon the lessee’s 
estate for the duration of the reorganization, can be created by their electing to adopt 
the lease. But the situation with respect to rejection is quite different. No rejection 
can occur in a logical sense for, having no liability, there is nothing to-reject. What 
really occurs is an election “not to adopt,” whereby the lessee’s trustees simply affirm 
the continuance of a state of nonliability.’* 

The lessee’s trustees may reject (or adopt) a lease at any time after the reorganiza- 
tion has begun. They are said to have a reasonable time in which to reach a decision. 
Occasionally they will act immediately, but more often nothing will happen for at 
least six months.’* In some instances no action whatever will be taken during the 
entire proceeding.1> But where they do act and reject a lease, one can be reasonably 
certain that problems will shortly arise. In the main these problems are three, 
although the third may also arise irrespective of any rejection during the proceeding 
by the trustees: 

(1) Who operates and who bears the financial risk of operation upon rejection 
of a lease? 

(2) What claims does the lessor have as a consequence of such rejection? 

(3) How will the leased line be dealt with in the ultimate plan of reorganization 


of the lessee? 


chief obstacle to a resumption of operation is the lessor’s lack of funds. If the lessor’s security holders were 
willing to supply the funds it is possible that operation might be resumed in some cases without great 
difficulty. 

12 The import of subsections (a) and (c)(2) of Section 77 is clearly that this power exists under the 
statute. The equity cases include United States Trust Co. v. Wabash Western Ry., 150 U. S. 287 (1893); 
Quincy, M. & P. R. R. v. Humphreys, 145 U. S. 82 (1892); St. Joseph & St. L. R. R. v. Humphreys, 145 
U. S. 105 (1892); Sunflower Oil Co. v. Wilson, 142 U. S. 313 (1892). See Clark, Foley & Shaw, Adop- 
tion and Rejection of Contracts and Leases by Receivers (1933) 46 Harv. L. Rev. 1111. 

*® The phrases “elect to adopt” and “elect not to adopt” probably characterize most accurately the 
action which the trustees may take with respect to leases. In this article “rejection” is used in the sense 
of “election not to adopt.” 

** Where a lease obviously is burdensome, rejection may take place promptly. See New Haven Pro- 
ceeding, Order No. 23 (D. Conn. Dec. 14, 1935) Ct. Rec. p. 193 (rejection within two months). More 
likely, however, the first period of six months, given the trustees to reach a decision by the initial order, 
will be extended from time to time. Often both the lessee and lessor interests are anxious to avoid the 
taking of any decisive action. 

** The eventual result in such instances in equity was that the old lease would be assumed by the 
reorganized lessee. This same outcome may be anticipated under §77. 
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Tue OperaTION OF THE LeEasep LINE 


The lessee’s trustees, by rejecting a lease, disclaim any further interest in that 
leased line for the lessee’s estate. But this does not mean they have no duty to operate 
that line. Operation must be maintained by someone, at least so long as it is not at 
so great a loss as to be confiscatory.1® 

This situation is largely taken care of by Section 77(c)(6), which provides in 
substance that the duty to operate is on the lessor unless the judge finds it im- 
practicable and contrary to the public interest for the lessor to operate. In the event 
of such a finding, and it is invariably made, the lessee or its trustees must continue 
operation until some disposition is made of the leased line, whether by complete 
physical abandonment or otherwise.’* As a practical matter in almost every instance 
of rejection the lessee’s trustees have had to continue operation. 

The financial risk of this operation must then be ascertained. Is it to be borne 
by the lessor or by the lessee’s estate? Subsection (c)(6) expressly provides that after 
rejection operation shall be for the lessor’s account—in other words, at the lessor’s 
risk. There is also the period between the commencement of the lessee’s reorganiza- 
tion and the date of rejection. Here, too, by the preponderance of authority, operation 
is deemed to be for the lessor’s account.*® 

Placing the risk of operation upon the lessor has certain important results. The 
lessor is not entitled to the rental stipulated in the lease for any of the time after the 
lessee goes into reorganization. Instead it gets the net earnings, if any, of the leased 
line. If there are no net earnings, and operation is at a loss, the lessor becomes liable 
to the lessee’s trustees for the amount of that loss.’® These amounts of profit or loss 
are administrative items and entitled to all the priorities accorded that class of 
claims.2° This fact becomes particularly significant in the case of a loss, for it is 
charged against the lessor’s property as a lien thereon prior to the lien of all mort- 
gages. Operation for the lessor’s account, therefore, may have rather serious con- 


sequences.”1 


1° See Meck, supra note 1, at 1403; cf. Warren v. Palmer, 60 Sup. Ct. 865, 867 (1940); Webster and 
Atlas Nat. Bank v. Palmer, 111 F. (2d) 215, 218 (C. C. A. 2d, 1940); Erie R. R. Reorg., Interim Rep. 
of Special Master (N. D. Ohio, Feb. 2, 1940) Ct. Rec. p. 2189. 

*7 The implication in at least one recent decision that physical abandonment of the leased line is the 
sole means by which the lessee or its trustees can get rid of this duty to operate is not accurate. See 
Webster and Atlas Nat. Bank v. Palmer, supra note 16, at 218. A lessor which cannot resume operation 
immediately may be able to do so at some later date, whereupon the lessee’s duty would cease. The reor- 
ganized lessee itself might, at some later date, enter into a new lease or some other arrangement with the 
lessor. Subsection (c)(6) merely offers a temporary solution of the problem. 

18 See Meck, supra note 1, at 1401, where the problem of accounting for operation is discussed in 
detail and the authorities are collected. In a given situation “special equities” may be present which will 
afford a basis for a different result, but to date no such case has arisen under §77. See Pennsylvania Steel 
Co. v. New York City Ry., 198 Fed. 721, 730 n. (C.C. A. 2d, 1912). 

*° Palmer v. Palmer, 104 F. (2d) 161 (C. C. A. 2d, 1939), cert. den. 60 Sup. Ct. 120, 121 (1939). 

*° Palmer v. Palmer, supra note 19; cf. Palmer v. Warren, 108 F. (2d) 164 (C. C. A. 2d, 1940), 
aff'd, 60 Sup. Ct. 865 (1940) (jurisdictional point only). See also Meck, supra note 1, at 1419. 

*: The amount of these prior charges may become so great that the lessee’s estate may become the 
owner of the lessor’s property and nothing will be left for the lessor’s security holders. 
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The problem of determining whether a profit or loss exists in operation of a 
leased line lies within the jurisdiction of the court administering the lessee’s reor- 
ganization. As an incident of its possession of the leased line, it has been held to be 
the proper court not only to fix the state of accounts between the lessor and the 
lessee’s trustees, but also, in the event of a loss, to impose a prior lien therefor upon 
the lessor’s property.2? The normal procedure is for the lessee’s trustees to render a 
report of the results of their operation to the court. An opportunity is given for all 
parties concerned to file objections, and, after a hearing, the court confirms, revises 
or otherwise disposes of the report.2? Such a report may raise several types of 
problems, but the principal dispute has been over the role of the segregation of earn- 
ings formula. Here especially the circumstances of the individual case may be of 
prime importance.** 

A further problem may come up in the rare case where a lessor, upon failure of 
the lessee’s trustees to pay the stipulated rental, seeks to retake and operate its own 
leased line. Immediately the question arises of how long the court administering 
the lessee’s reorganization may restrain the lessor from exercising its right of reentry 
without complying with the rent provisions of the lease. It seems clear that the 
lessor may be held off for a reasonable time and in all probability this reasonable 
time may be considerably shorter than in other instances where the lessor is unable 
to operate. In other words, the fact that the lessor wishes to reenter may force the 
lessee’s trustees to an earlier decision than otherwise.?> If the court should permit 
them to have an unduly long time, operation may be held to have been for the 
account and at the risk of the lessee’s estate for the portion which is deemed in 
excess of a reasonable time.”® 


CiarMs oF THE Lessor AGAINST THE LESSEE 


Rejection of a lease by the lessee’s trustees gives the lessor or, under some cir- 
cumstances, its security holders, certain claims against the lessee’s estate for breach 
of the lessee’s covenants. Most important of these is the covenant to pay rent for the 
duration of the lease, breach of which gives rise to the claim for so-called future 


rent.27 
Rent covenants differ materially from lease to lease, but the most usual type is a 


#2 Warren v. Palmer, 60 Sup. Ct. 865 (1940). 

98 See, ¢.g., New York, N. H. & H. R. R. Reorg., Revised Rep. of Administration of Property of Hart- 
ford & C. W. R. R. for 1938 (D. Conn. Jan. 23, 1940) Ct. Rec. p. 6415. 

#* See, e.g., id., Objections of Trustees of Boston & Prov. R. R. (D. Conn., March 11, 1939, and March 
28, 1940) Ct. Rec. pp. 5459, 6677. See also Palmer v. Warren, 108 F. (2d) 164 (C. C. A. 2d, 1940), 
with which compare Blaine v. Cheston, 110 F. (2d) 395 (C. C. A. 7th, 1940). 

5 Even lessors which are unable to operate their own properties are probably entitled to force the 
lessee’s trustees to act with respect to their leases. Usually, however, they are reluctant to force this 
decision. See North Kansas City Bridge & R. Co. v. Leness, 82 F. (2d) 9, 13 (C. C. A. 8th, 1936); cf. 
In re Chase Commissary Corp., 11 F. Supp. 288 (S. D. N. Y. 1935). 

2° Cf. United States Trust Co. v. Wabash Western Ry., 150 U. S. 287, 309 (1893). 

** Other important covenants are the lessee’s promise to maintain the leased property and to return 
it to the lessor at the end of the lease. 
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promise running directly to the lessor company.?* Claims arising upon breach of 
this kind of a covenant have had a checkered career in railroad reorganization. In 
equity receiverships rent was viewed in the light of its feudal antecedents as issuing 
from the land and as coming due only when the period for which it was reserved 
had passed. As a result claims for rent were allowed only to the extent of damages 
actually suffered up to the final date for filing claims.”® 

The hardship on the lessor of this rule in equity has been alleviated by Section 77. 
Under the statute the definition of the term “creditor” includes the holder of a claim 
under an unexpired lease and it further provides that the amount of such a claim 
shall be determined “in accordance with principles obtaining in equity proceed- 
ings.”°° Because of the rather vague language in the statute this alteration in the 
measure of damages was not immediately effective. A Supreme Court decision, how- 
ever, accomplished the contemplated change by construing the proper measure under 
the statute to be the difference between the present value of the rent reserved for 
the balance of the term of the lease and the present re-rental value of the leased 
property for that same period of time.*? 

Despite the establishment of this more favorable construction to the lessor, its 
troubles are far from over. Application of this measure of damages is obviously a 
difficult one because of the long periods of years or even centuries which many 
leases have to run before the date of their expiration. In the cases to date somewhat 
paradoxical results have ensued. Two cases will serve to illustrate the problem. In 
one the lease was of a street railway system for 999 years, of which 969 years re- 
mained at the date the lessee entered reorganization.2* There was, of course, no 
problem in ascertaining the present value of the rent reserved for the 969 remaining 
years.** But violent controversy developed over determining the re-rental value. In 
the trial court the entire claim was disallowed, even for damages accrued to the date 
of the trial. Holding that the claim must be considered upon the basis of the 969 
years and no other, the court ruled that it was impossible to say with any reasonable 
certainty what the re-rental value was for the balance of the term and that the failure 
of the lessor to establish such value was fatal to its entire claim.** On appeal a more 

28 Where the promise runs directly to the lessor’s security holders, see p. 515, infra. 

2° Gardiner v. Butler & Co., 245 U. S. 603 (1918). Provability of future rent claims has given rise 
to a large body of legal literature. Douglas & Frank, Landlords’ Claims in Reorganizations (1933) 42 


Yate L. J. 1003; Clark, Foley & Shaw, supra note 12; Schwabacher & Weinstein, Rent Claims in Bank- 
ruptcy (1933) 33 Cox. L. Rev. 213; Jacobson, Landlords’ Claims under Section 77B of the Bankruptcy Act 
(1936) 45 YALE L. J. 422. 

*° §77(b). Under former §77B and present Chapter X of the Bankruptcy Act, dealing with reorganiza- 
tion of corporations generally, difficulty was avoided by limiting the amount of the claim to the rent for 
three years. 52 Stat. 883 (1938), 11 U. S. C. A. §602 (1939) (Chapter X, §202). 

*1 Connecticut Ry. & Ltg. Co. v. Palmer, 305 U. S. 493 (1939). 

*? Connecticut Ry. & Ltg. Co. v. Palmer, 109 F. (2d) 568 (C. C. A. 2d, 1940). This case involved 
issues arising out of application of the measure of damages laid down by the Supreme Court in the case in 
note 31, supra. 

*° See New York, N. H. & H. R. R. Reorg., Memo. of Decision on Claim of Connecticut Ry. & Ltg. 
Co. (D. Conn., June 21, 1939) Ct. Rec. pp. 5815, 5818. 

** The court refused to hold that inability to prove any re-rental value entitled the lessor to the present 
value of rent reserved for the balance of the term. 
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lenient point of view prevailed as to the certainty with which damages had to be 
proved. Disregarding the 969 remaining years, the court treated the lease “as if it 
were for a term of fairly definite forecast.”*° This period was held to be eight years 
from the date of the trial, and adding the damages already accrued for three years 
preceding the trial, the lessor came out with a future rent claim for eleven years 
in all.5¢ 

The second case involved a lease of only 99 years, of which 57 years were un- 
expired at the date the lessee entered reorganization.87 Again the present value of 
the rent for the balance of the term involved only a mathematical calculation. But 
as to the re-rental value, the lessor demonstrated to the court’s satisfaction that the 
leased line had no such value whatever. The court, therefore, appliéd the measure 
of damages set forth above, and the lessor’s claim was allowed in full for the present 
value of the rent reserved for the unexpired portion of the term.®® 

Considered separately, perhaps each of the foregoing decisions is reasonable. 
Taken together, however, they indicate the intricacy of the problems of future rent 
claims. It appears that the longer the lease the greater will be the difficulties of proof. 
Lessors with gg-year leases seem in a stronger position so far as proof of such claims 
is concerned than lessor with perpetual or 999 year leases. Yet, when a 999 year lease 
was executed, presumably the longer term was a consequence of greater bargaining 
strength of the lessor involved, and so the better a bargain the lessor drove, the worse 
off it may be today. Of course, where a leased line has some value, the lessor will 
have that value in addition to whatever it proves against the lessee’s estate.® 

All covenants to pay rent do not run to the lessor itself. In some leases the 
promise is to pay directly to the lessor’s shareholders a fixed annual dividend on their 
shares, and to the lessor’s bondholders, if any, the interest on their bonds. These 
securities are commonly referred to as “guaranteed.”"*° Such a covenant may be 
construed in some cases as a direct promise to the lessor’s security holders, entitling 
them, as third party beneficiaries, to look directly to the lessee for payment. When 
these parties attempt to prove claims in the lessee’s reorganization, the variety of 
provisions and circumstances indicate that particularly knotty problems may be 


presented.*4 


55 See Connecticut Ry. & Ltg. Co. v. Palmer, supra note 32, at 571. 

86 The amount of the claim allowed was $4,411,837.61. 

87 New York, N. H. & H. R. R. Reorg., Memo. of Decision on Claims of Old Colony R. R. (D. Conn., 
Nov. 25, 1939) Ct. Rec. p. 6257. 

*8 The amount of the claim allowed was $39,339,161. 

*°In any case of a rejected lease the leased line will at least have some salvage value. Often it will 
also have some value as a going concern, especially when unprofitable segments of line or types of business 
can be abandoned. In one case it has been proposed to stop passenger service on a leased line and continue 
operating it as a freight line only. Erie R. R. Reorg., Answer of Underwriters Trust Co. (N. D. Ohio, 
Jan. 27, 1940) Ct. Rec. pp. 2181, 2186. 

*° This terminology is applied whether or not the “guaranty” is actually stamped on the lessor’s 
securities. 

“ Both bonds and stocks may be involved. In the case of the former, the “guaranty” may be of 
interest and principal, although it is most likely to be of interest only. These bonds may have a maturity 
date long prior to the expiration of the lease. Then too, there is the question of what effect is to be given 
to the fact that the security of the mortgage on the leased line may still be available to the bondholders 
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Two other of the lessee’s covenants also may cause some trouble. They are the 
covenant to maintain the leased line during the term of the lease and the covenant 
to return it at the end of the lease in a certain specified condition. Claims for dam- 

ages for breach of these covenants accrue in full upon disaffirmance of the lease. 
There is no question of their provability under Section 77 and the only issue is the 
amount of damages which can be established. Again the outcome depends to a large 
extent upon the language of the particular covenants in question and the evidence 
of injury which the lessor is able to produce. Up to the present time the tendency 
seems to be to set up a fairly strict standard of proof for lessors.*? 

After all these claims for breach of the lease have been passed upon, and allowance 
made for any counterclaims the lessee may have, the final amount will be fixed. This 
amount almost always will be a general unsecured creditor’s claim on a parity with 
all other such claims. 


Tue Lessor IN THE LEssEE’s PLAN OF REORGANIZATION 


The consummation of a plan is the ultimate objective in any reorganization. The 
formulation of this plan commences almost with the proceeding itself and progresses 
‘simultaneously with the matters heretofore discussed.** 

Where the lessee’s plan of reorganization provides for assumption of the original 
lease by the reorganized lessee, whether or not it has been previously adopted by the 
trustees, no problems of importance arise. But acute problems are presented where 
the lease has been rejected or the plan calls for some disposition of the leased line 
other than by adoption of the lease.“ +The plan in theory must deal with the lessor 
in at least two capacities: as an unsecured creditor and as owner of the leased line. 
In the former capacity the lessor will receive the same treatment as other unsecured 
creditors. In the latter, however, the lessor will be treated in accordance with the 
value of the line to the lessee. In one instance it may be desirable to retain the leased 
line as part of the reorganized lessee’s system; in another it may be preferable from 
the lessee’s point of view to cut the leased line from its system. None of the proceed- 
ings under Section 77 involving leased lines has reached the stage of final consum- 
mation. However, sufficient progress has been made to indicate the problems 
involved. 

Where retention of a leased line has been decided upon, several possible methods 
are available. One is to provide in the plan for a modified lease, whereby the leased 
line is kept part of the system under a lease which in all probability will have a 

“2 Cf. New York, N. H. & H. R. R. Reorg., Memo. of Decision on Claims of Boston & Prov. R. R. 
(D. Conn., Dec. 26, 1939) Ct. Rec. pp. 63339, 6344-6355; id., Memo. of Decision on Claim of Hartford 
& C. W. R. R. (D. Conn., June 28, 1939) Ct. Rec. p. 5857. 

“* Only one plan, of course, will eventually be put into force. During the proceeding there may be 
several plans proposed by the debtor and by various groups of security holders. 

“* Where a leased line is of great value to the lessee, it may, nevertheless, be retained by some means 


other than a lease. Under §77(b) it is possible to reject in the plan a lease which has previously been 
adopted by the trustees. 
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lower rental and a shorter duration.4® A second method of retention is through 
merger or consolidation, for which Section 77 specifically provides.** Different con- 
sequences, however, ensue than those which follow upon retention under the original 
or a modified lease. Upon merger or consolidation the lessor company automatically 
ceases to exist, and its line and other property becomes the property of the reorganized 
lessee. Its security holders exchange their securities for those of the lessee in accord- 
ance with the arrangements made in the plan.‘? 

If retention of the leased line is not deemed desirable, no provision whatever will 
be made in the lessee’s plan. If the lease has not already been rejected by the lessee’s 
trustees, it may be rejected in the plan and the future of the leased line will be left 
for determination by other means.** Conceivably this might mean subsequent re- 
sumption of operation by the lessor company. Perhaps some other railway system 
may be interested in acquiring the leased line. More likely, however, since failure 
to provide for the leased line in the lessee’s plan is indicative of unfavorable operating 
results, application will be made to the I. C. C. for permission to abandon the leased 
line completely.*® 

The leased line situation involves one very practical problem with respect to 
carrying out the lessee’s plan of reorganization. It is simple enough to provide in the 
plan for a modified lease, merger or consolidation, or some other arrangement, but 
there may be some difficulty in binding the lessor and its security holders to those 
provisions. At least three different situations may arise. 

(1) One situation is where the lessee owns a majority of the lessor’s capital stock. 
If the lease has been rejected it is likely that the lessor itself will also have to go into 
reorganization. Section 77 permits such a lessor to file its petition in the lessee’s pro- 
ceeding as a subsidiary debtor.5° If the leased line is to be retained, a single plan 
will be formulated for both lessee and lessor.5 This plan, if approved by the I. C. C. 
and the court, can be made binding upon the lessor’s security holders upon ac- 
ceptance by two thirds of each class. This joint reorganization facilitates the retention 
of the leased line, particularly in overcoming difficulties under state laws.°? 


“° If the lessor company is also in reorganization, material changes may take place in its capital struc- 
ture. Even if it is not in reorganization, its security holders may be offered and may be willing to accept 
less in the way of dividends and interest. 4° §77(b). 

‘7 The two methods suggested are by no means the only ones available. Still another method would 
be an acquisition of the leased line by way of purchase in return for securities of the reorganized lessee. 

“*$77(b). 

“° Cf. Chicago, R. I. & P. Ry. Reorg., Petition for and Order No. 174 (N. D. Ill., March 15, 1940) 
Ct. Rec. pp. 2971, 2977 (abandonment of operation by the lessee’s trustees of the White and Black River 
Valley Ry.). Where operating losses are so great as to be confiscatory, it may be that no I. C. C. permission 
is necessary in order to abandon. 5° §97(a). 

®1 Where the leased line is not to be retained the lessee’s plan will make no provision for it. In such 
a case the court, unless it is possible to reorganize the lessor separately, would probably dismiss the pro- 
ceedings as to the lessor. Thereafter, several alternatives remain, one of which is liquidation of the lessor. 

®? Under §77(£), upon confirmation the plan may be carried out, “the laws of any State or the decision 
or order of any State authority to the contrary notwithstanding.” This provision would have particular 
significance in overriding state merger and consolidation statutes, the appraisal provisions of which might 
create real difficulties. 
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(2) The situation is materially different if the lessee does not own a majority of 
the lessor’s stock and the lessor itself is not in reorganization. Upon rejection of the 
lease, although the leased line remains in the custody of the lessee’s trustees, it is not 
part of the lessee’s estate and security holders having interests in it cannot be bound 
in the lessee’s reorganization. Consequently, if the lessee’s plan provides for a 
modified lease or merger or consolidation, such a provision is little more than an 
offer to the lessor. Acceptance of this offer will be determined, not by submitting the 
lessee’s plan to the lessor’s security holders, pursuant to Section 77, but according to 
the law of the state where the lessor is incorporated. So far as shareholders are con- 
cerned appraisal statutes may create difficulties. If bondholders are affected, little 
short of unanimous consent to any changes may become essential. There is no way 
in which dissenters can be bound.5* 

(3) A third situation is where, although the lessee does not own a majority of the 
lessor’s capital stock, rejection of the lease forces the lessor into a reorganization of 
its own. If the territorial jurisdictional requirements can be satisfied, this proceeding 
may take place in the same court in which the lessee’s proceeding is pending, but 
the two proceedings would be separate. In other cases this will not be possible and 

the lessor’s reorganization may take place in a different district court in a different 
circuit. 

If the two reorganizations are in the same court it may be possible to work out 
related plans for the lessee and lessor. Upon acceptance and confirmation in the 
separate proceedings, dissenters may be bound. Here also it will be possible to over- 
ride any state laws. Even where different courts are involved, this same procedure 
is possible, although as a practical matter it will be considerably more difficult.5+ 


CoNCLUSION 


In the brief compass of this article it has been possible only to point out some of 
the major problems which have arisen in connection with leased lines. The process 
of solving them is still in an intermediate stage and the ultimate outcome is not 
wholly clear. As reorganizations of lessee railroads progress the practice is becoming 
more and more settled, and, as disputes are resolved in one proceeding, precedents 
will be afforded for others. While statutory amendments might obviate some of the 
issues, the final solution is not that simple. On the whole the problems of leased 
lines are part of the problems of the entire railroad industry. While the lease device, 
to some extent, has served to accentuate these problems and to create a few additional 
ones, the future of leased lines cannot be charted separately from that of all railroads. 

5° The dilemma in this type of situation is well illustrated in the Chicago, M., St. P. & P. reorganiza- 
tion, although a case of rejection was not involved. The lessor Terre Haute was not in reorganization, 
despite the fact that the lessee owned 97% of its stock. To carry out the lessee’s plan it was essential to 
reduce the interest rate on the lessor’s bonds. In its report on the plan the I. C. C. indicated that prac- 
tically unanimous consent of the lessor’s bondholders was necessary. Chicago, M., St. P. & P. R. R. Reorg., 


Fin. Doc. No. 10882, (Feb. 12, 1940) mimeo. rep. at 77-85. 
5 Sectional differences and local pride occasionally may interfere with cooperation between two district 


courts. 














THE VOLUNTARY ADJUSTMENT OF RAILROAD 
OBLIGATIONS 


Husert L. Wii* 


The enactment during the first session of the 76th Congress of Chapter XV of 
the Bankruptcy Act! providing for “Railroad Adjustments” has attracted new and 
widespread attention to what in the past decade has been a relatively unimportant 
aspect of railroad financial tactics, the so-called “voluntary” adjustment or reorganiza- 
tion. 

In the one hundred odd years in which the railroads have been a significant part 
of the American scene, over half of them have at one time or another undergone 
a capital overhauling.” Before the passage of Section 77 of the Bankruptcy Act® the 
typical railroad reorganization was accomplished through an equity receivership 
which customarily terminated in foreclosure proceedings and the transfer of the 
road’s assets to a new corporation. Not infrequently, however, the receivership ended 
with most of the creditors and security holders of the old corporation accepting a 
plan of reorganization, thus obviating the necessity for foreclosure and the creation 
of a new corporation. 

This represented one type of voluntary reorganization though often it differed 
from, a so-called “involuntary” one only in the omission of foreclosure, one of many 
pressure devices used to obtain acceptance of a plan. Since either proceeding func- 
tioned typically through committees which usually held blanket authorizations to 
bind the owners of deposited securities to any plan approved by the committee, there 
was little that was truly voluntary about such a reorganization even in the absence 
of foreclosure. To the average security holder the method of terminating the receiver- 
ship mattered little, for having deposited his securities with a committe he was fore- 
closed from any further voluntary action in the proceedings. Of course, even when 
foreclosure was omitted, the threat thereof served frequently.as a more than adequate 
substitute. 


* A.B., 1935, J.D. 1937, University of Chicago. Member of the Wisconsin Bar. Attorney, U. S. Depart- 
ment of Justice. Formerly Attorney, Securities and Exchange Commission, 1938-1939, U. S. Treasury 
Department, 1939-1940, engaged, in both positions, in activities relating to railroad reorganization and 
adjustment. Author: Chapter XV of the Bankruptcy Act—An American Adaptation of the Fait Accompli 
(1940) 7 U. oF Cut. L. REv. 203. 

* Act of July 28, 1939, Public No. 242, 76th Cong., 1st Sess., 15 U. S. C. A. §1200 ef seq. 

* Ripcey, RatLRoaD FINANCE AND ORGANIZATION (1915) 374; Bussinc, RatLroaD Dest REDUCTION 


(1937) 8. 
* 47 Strat. 1474 (1933), as amended, 11 U. S. C. A. §205 (1939). 
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The other type of voluntary adjustment was accomplished without resort to the 
courts. The management prepared a plan and sought to induce all affected creditors 
and security holders to accept its proposal. Often such plans were effected without 
the formation of any committees. Frequently, too, these originally voluntary pro- 
ceedings became involuntary through conversion into what was known as a “short 


receivership.”* 

The principal weakness of both types of voluntary proceedings from the point 
of view of the management was that unless substantially all affected security holders 
and creditors had either deposited with friendly committees or could be induced 
separately to accept the plan, a real problem of handling dissenters was presented. 
Among the advantages were the avoidance of foreclosure and the problems attendant 
thereon and the preservation of the old corporation.® 

With the shift in attitude toward corporate reorganization and financing evi- 
denced in part by the enactment of such statutes as Sections 77, 77B and Chapter X 
of the Bankruptcy Act,® as well as the Securities and Securities Exchange Acts,’ 
equity receiverships fell into decline and the first type of voluntary reorganization 
became extinct. The attempts at negotiations between the management representing 
the stockholders and the creditors without resort to any court proceedings continued, 
however, hindered always by the problem of handling dissenters. 

Among the railroads such voluntary adjustments were limited almost exclusively 
to effecting the extension of single issue maturities and did not involve any large- 
scale capital adjustments. Even these single issue extensions were carried through 
only with great difficulty because of the absence of any effective method of dealing 
with dissenters short of purchasing their securities. 

It was somewhat surprising, therefore, when, in the fall of 1938, voluntary plans 
affecting most of the outstanding indebtedness of each road were presented for both 

“The “short receivership,” strenuously criticized in the S. E. C.’s Protective Committee Study, was 
surprisingly similar to the procedure authorized by Chapter XV. See S. E. C., Reports on THE STUDY AND 
INVESTIGATION OF THE Work, ACTIVITIES, PERSONNEL, AND FUNCTIONS OF PROTECTIVE AND REORGANIZATION 
CommirTEEs, Pt. I, p. 312 et seg. See also the Commission’s letter to Senator Burton K. Wheeler, Hearings 


of the Senate Committee on Interstate Commerce on H. R. 5407, 76th Cong., 1st Sess. (1939) 62 (herein- 
after cited as “Senate Hearings’). 

* Preservation of the existing corporation may be desirable for several reasons. The cost of organizing 
a new corporation may be considerable, e.g., it was estimated that it would cost the Rock Island $800,000 
to organize a new corporation and qualify it to do business in Illinois and Iowa. See Hearings of the 
Special Subcommittee on Bankruptcy and Reorganization of the House Committee on the Judiciary, on 
S. 1869, 76th Cong., 1st Sess. (1939) Pt. 1, p. 458. The legislative charters granted many roads, ¢.g., 
the B. & O., contain desirable provisions which make retention of the charter advantageous. 

°§77, as amended, 11 U. S. C. A. §205 (1939); §77B, as amended, 11 U. S. C. A. §207 (1937); 
Chapter X, 11 U. S.C. A. §§501-676 (1939). 

* Securities Act of 1933, 48 Srat. 74, 15 U. S. C. A. §§77b-bbbb (Supp. 1939); Securities Exchange 
Act of 1934, 48 Stat. 895 (1934), 15 U. S. C. A. §§78a-jj (Supp. 1939). 

* One of the few large-scale plans attempted was that for the St. Louis & San Francisco Railroad which 
was presented originally as a straight voluntary plan to be effected without court proceedings. The road 
subsequently went into equity receivership in the hope of carrying out the plan through a “short receiver- 
ship.” This was abandoned in 1933 and a petition filed under §77 of the Bankruptcy Act. See S. E. C,, 
REPorT, supra note 4, at 318 et seq. 
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the Lehigh Valley® and the Baltimore and Ohio Railroad Companies,® and projected 
plans for several other roads were rumored to be-under consideration. Both the plans 
referred to contained provisions substantially similar to those in the B. & O. plan 
providing that assents thereto were to be binding in proceedings under Section 77 
of the Bankruptcy Act “or other law at the time in force, or through such other legal 
proceedings as the Board of Directors may deem appropriate to effectuate the Plan 
as to non-assenting minorities.”24 

The ambiguity contained in the reference to “other law” was cleared up early in 
the first session of the 76th Congress with the introduction in the House of Repre- 
sentatives of H. R. 3704, proposing the addition to the Bankruptcy Act of Chapter 
XV to provide for “Railroad Adjustments.”1? j 

While the proposed procedure contemplated no committees, so that it would still 
be necessary to obtain individual acceptance of the plan by creditors and security 
holders, the more important problem of dissenters was solved by empowering the 
bankruptcy court, upon the acceptance of the plan by a specified minimum of 
security holders and creditors, to bind all parties including dissenters thereto. On 
July 28, 1939, after considerable amendment and with a time limitation of one year 
imposed, Chapter XV became law. 

Pursuant to this time limitation, the present Chapter XV expires July 31, 1940. 
Since latest indications are that it will not be extended, no attempt will be here made 
to analyze its specific provisions. On the other hand there will be few, if any, large- 
scale voluntary plans effected in the future unless some similar method of binding 
dissenters is provided. An examination of the Chapter XV procedure and plans will 
be useful, therefore, in determining both whether new legislation is desirable and, 
if so, what form it should take. 

THE PRoceDURE 


Virtually all recent corporate reorganization legislation!® as well as the new rail- 
road reorganization bill now before Congress'* has been designed to afford all in- 
terested parties, the court and the appropriate governmental agencies a full oppor- 
tunity to examine the corporation involved and all proposals for its reorganization. 
Chapter XV, however, presents a procedure quite the reverse. Not only is there but 
one plan, that proposed by the management, but the procedure is so geared that 


® Dated Aug. 25, 1938, 230 I. C. C. 685 (1938). 

2° Dated Aug. 5, 1938, 230 I. C. C. 243 (1938), 29 F. Supp. 608 (D. Md. 1939), cert. denied, 60 
Sup. Ct. 470 (1940). The material sent to security holders is also reproduced in Senate Hearings, 117 
et seq. 41 71d. at 128. 

72H, R. 3704 was subsequently reintroduced in amended form as H. R. 5407 which, as further 
amended, finally became law. 

38 §97; §77B; Chapter X. With respect to the safeguards provided by Chapter X and their absence 
in Chapter XV, the following language of the Supreme Court, while relating to Chapter XI, is equally 
applicable to Chapter XV: “No comparable safeguards are found in Chapter XI. Every phase of the 
procedure bearing on the administration of the estate and the development of the arrangement is under 
the control of the debtor. The process of formulating an arrangement and the solicitation of consent of 
creditors, sacrifices to speed and economy every safeguard, in the interest of thoroughness and disinterested- 
ness, provided in Chapter X.” S. E. C. v. U. S. Realty Improvement Co., 60 Sup. Ct. 1044 (1940). 

* H.R. 9447, 76th Cong., 3d Sess. (1939). 
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neither the I. C. C. nor the bankruptcy court, the only disinterested agencies possess- 
ing jurisdiction, can effectively examine this plan and perform the protective func- 
tions delegated to it. Most of the safeguards necessary to insure an economically 
sound as well as a fair plan are sacrificed to permit a speedy proceeding. 

The initial step in the procedure is for the management of a railroad faced with 
principal or interest maturities which it cannot meet to formulate a so-called “plan 
of adjustment.”!® The next step is to obtain acceptance of this management distress 
plan by as many of the affected creditors and security holders as possible. To this 
end a vigorous solicitation is begun in which the plan is presented as persuasively as 
the proxy regulations of the Securities and Exchange Commission will permit.!® 

When holders of at least 25% of the affected claims have assented to the plan,!* 
it may be submitted to the I. C. C. for consideration under Section 20a of the Inter- 
state Commerce Act.'® The Commission is required to make certain specific findings, 
such as that the railroad is not in need of reorganization, that its inability to meet its 
maturities is reasonably expected to be temporary only, and that the plan meets 
certain standards, e.g., is in the public interest, is feasible, financially advisable and 
not likely to be followed by need of reorganization, does not provide for fixed 


charges in excess of probable earnings, enables necessary future financing, allows for 


adequate maintenance of the property, and is consistent with the proper performance 
by the railroad of its functions as a common carrier.’® It is to be noted that the 
Commission is not specifically required to find that the plan is “fair and equitable.” 
This means that although Chairman Eastman expressly requested that the legislation 
clarify the Commission’s duties with respect to determining the fairness of plans 
presented under Section 20a, the uncertainty continues.?° As a result, the Commis- 
sion has approved plans which seem clearly not to meet the standards of the Boyd?1 
and Los Angeles Lumber Products Co.?* cases, even though this fact was pointed out 
by dissenting Commissioners.?* 

In the same letter in which he requested clarification of the Commission’s duties 
as regards the fairness of proposals presented for approval under Section 20a, Chair- 
man Eastman also pointed out that Commission consideration of such a plan is 
inevitably affected by the fact that much time and money have already been spent 
on the plan at the time of its submission to the Commission and that it has been 


accepted by a substantial number of the interested parties.?* 

*8 §410(1). Chapter XV excludes from its provisions roads which are or have been within the past 
ten years in equity receivership or §77 proceedings. 

2° See S. E. C. Regulation X-14, as amended, Feb. 15, 1940, promulgated under Securities Exchange 
Act, §14(a), 15 U.S. C. A. §78n(a) (Supp. 1939). 17 §410(1). 

48 41 Stat. 494 (1920), 49 U. S. C. §20a. 2° §710(2). 

2°See letter of Chairman Eastman to Senator Wheeler, Chairman, Senate Committee on Interstate 
Commerce, Senate Hearings, 186, 189. 

*? Northern Pac. R. R. v. Boyd, 228 U. S. 482 (1913). 

* Case v. Los Angeles Lumber Products Co., 308 U. S. 106 (1939). 

*® Commissioners Mahaffie and Eastman, Montana, W. & S. R. R. Financial Adjustment, Fin. Doc. 
No. 12517 (1939). 

** See Senate Hearings, 186 et seq. The statute recognizes the importance of this influence and with 
remarkable naiveté admonishes both Commission and court to scrutinize the facts and make their findings 
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Rather than relieving this element of pressure, Chapter XV enhances it, for ac- 
ceptance of the plan by a minimum of 25% of the affected parties is made a pre- 
requisite to Commission consideration.” As a matter of fact, the managements have 
frequently presented the plan to the Commission, only after an even larger per- 
centage of assents has been received.?® 

The position of the Commission under Chapter XV is further impaired by limit- 
ing its action to either approving or disapproving the plan as submitted with no 
apparent authority to modify any of its provisions.?* Added to this is the important 
factual element that unless the Commission approves the plan the railroad involved 
will undoubtedly be thrown into reorganization or receivership proceedings. While 
a thorough-going reorganization may be precisely what the road needs, the I. C. C. 
will be most unwilling to assume the responsibility for the initiation of such pro- 
ceedings. This unwillingness has been displayed by the Commission on many occa- 
sions, among them the opinion on the B. & O. plan.2® After pointing out important 
weaknesses in that plan, the Commission concluded that nevertheless it would give 
its approval, stating that the only alternative open to the road, if approval were 
withheld, was reorganization. 

Before the Commission had acted on any plans under Chapter XV, the writer 
suggested that, in view of the elements just discussed, it was most unlikely that any 
Chapter XV plan would be rejected by the I. C. C.2® The Commission has no real 
choice. It starts with an ambiguous statute, a plan on which much time and money 
have been spent and which has been accepted by a substantial number of the in- 
terested parties. It possesses a natural desire to avoid responsibility for precipitating 
the financial reorganization of a private corporation and can do so only by approving 
the plan as submitted, since it appears to have no authority to require any modifica- 


“independently of the extent of acceptances of such plan and of any lack of opposition thereto.” §§710, 
725(3). The court in addition is instructed to ignore the fact that the Commission has approved the plan 
and has made findings similar to those to be made by the court. §725(3). A reading of any of the 
Commission’s decisions on Chapter XV plans, infra note 42, or the decision of the special court in the 
B. & O. case, supra note 10, will demonstrate the futility of any such provision. 

*5In this connection, cf. §77(d), providing for Commission and court consideration of any §77 plan 
before submission to creditors; Chapter X, §176, prohibiting solicitation of assents to a Chapter X plan 
until after its approval by the court. 

2° The plan of the Montana, Wyoming & Southern R. R. had been accepted by holders of more than 
three fourths of the bonds affected, I. C. C. Fin. Doc. No. 12517 (1939), that of the Chicago, Memphis 
& Gulf R. R., by holders of more than 43% of the affected bonds, I. C. C. Fin. Doc. 12663 (1940), 
and that of the Peoria & Eastern Ry., by holders of over 36% of the affected bonds, I. C. C. Fin. Doc. No. 
12753 (1940). 

®™See §710 which refers merely to the issuance of an order authorizing the securities called for by 
the plan. The I. C. C. did, however, condition approval of the Chicago, M. & G. R. R. plan upon the 
inclusion of an additional agreement by the Illinois Central, the owner of all the road’s stock, not to 
terminate its lease with the Chicago, M. & G. before the extended maturity of the bonds affected by the 
plan. See I. C. C. Fin. Doc. No. 12663 (1940). 

8 230 I. C. C. 243 (1938). Another striking example is the case of the Chicago, M. & G. R. R. plan, 
supra note 26, which the Commission approved despite an adverse recommendation by the examiner and 
the dissent of Commissioners Eastman, Patterson, Mahaffie and Miller, the latter two constituting a 
majority of the Finance Division which handled all Chapter XV plans. 

See Will, Chapter XV of the Bankruptcy Act—An American Adaptation of the Fait Accompli 
(1940) 7 U. or Cut. L. Rev. 203, 209. 
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tion thereof. Moreover, public servants are not impervious to outside pressure and 
that provided by Chapter XV is great. As a result, all Chapter XV plans have been 
approved by the Commission. 

After receiving Commission approval the plan is next presented for final approval 
to a special three-judge district court to be convened in the manner provided by Sec- 
tion 266, as amended, of the Judicial Code.*° The plan may not be filed with this 
court until it has been accepted by creditors holding more than two thirds of the 
aggregate amount of affected claims including a majority of each affected class*! and 
may not be approved until accepted by holders of at least three fourths of all affected 
claims, and three fourths of each class.** Lacking any technical staff, the court faces 
an even more difficult task than the I. C. C. The plan has the approval of a very 
large percentage of the interested parties and has been approved by the Commission. 
Finally, the amount of time and money expended on the plan is considerably greater 
than at the earlier I. C. C. proceedings. All these factors combined result in a 
pressure for approval which is virtually irresistible and represent a return to one of 
the phases of equity receiverships which modern reorganization legislation has been 
specifically designed to correct.8* It is under these circumstances that the ultimate 
goal of the proceedings is reached, the order of the court approving the plan and 
binding all dissenters to it. 

While the discussion thus far has indicated that neither the I. C. C. nor the 
appropriate court is likely materially to amend or reyect any of these management 
plans, nothing has been said about the possibility of security holders acting in their 
own behalf and either rejecting the plan or actively opposing it before the Commis- 
sion or the court. 

In this connection it may be pointed out that as a general proposition security 
holders have neither the information nor the resources necessary to undertake effec- 
tive individual action. In addition, as more fully discussed later, Chapter XV plans 
are basically deferment plans having as their chief attraction the fact that no final 
reduction in maturities is effected. Such plans appeal to the optimism of investors 
and are not likely to arouse strong opposition. Finally, certain provisions of the 
statute effectively discourage any organized opposition to the plan. The absence of 
any provisions relating to independent committees plus the fact that fees are limited 
to “amounts or consideration, directly or indirectly paid or to be paid dy or for the 
petitioner for expenses, etc.”** militates strongly against the formation of such com- 
mittees. While protective committees have often left much to be desired,®® the solu- 
tion of that problem lies not in their abolition but in better regulation of their 


°° $713. ** §710(3). *? §725(2). 

*° The S. E. C. in its report to the Senate Committee on Interstate Commerce (Senate Hearings, 61) 
concluded: “In substance, the effect of the bill appears to be to limit the court to approving and confirming 
so-called ‘voluntary’ or management plans” and continued by pointing out the similarities between the 
Chapter XV procedure and the old “short receiverships.” See S. E. C. Reports, supra note 4, at 312 
et seq. 4 §425(6) (italics added). 

*° See S. E. C. Reports, supra note 4, esp. Pts. I and Il. 
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activities.** Granting the management an outright monopoly to represent security- 
holders in reorganization proceedings is antithetical to all the recent attempts made 
to assure the freedom of committees from management domination and is a real 
step backward. 

The streamlined, high-pressure character of the procedure is also apparent from 
other provisions of the statute. For example, while the court has jurisdiction to 
enjoin any proceedings which might be inconsistent with or might interfere with 
the effective execution of the plan, it is expressly prohibited from appointing a trus- 
tee or receiver or otherwise controlling the operation or administration of the car- 
rier involved.3* Further, the court is to be convened “immediately” following the 
filing of the petition,®* is “promptly” to enter its order approving or disapproving the 
petition as filed,®® and is to hold the hearings on the plan “promptly.”*° 

The danger of falling into serious technical or legal errors in such a proceeding is 
illustrated by a recent development in the B. & O. case. The trustee under the in- 
denture securing the B. & O.’s Five-Year Secured Notes, the only issue on which 
interest was permanently reduced under the plan, recently filed a petition for instruc- 
tions with respect to substantial dividends received and to be received by it on the 
large blocks of Reading Company stock pledged to secure the Notes.* A problem 
arises because the original indenture which was not modified in this respect provides 
that the trustee shall pay dividends received on the collateral to the B. & O. only 
when the Notes are not in default or when, among other things, the combined 
capital and surplus of the Reading Company as shown by its books is $225,000,000 
or more. The book capital and surplus of the Reading have ranged between $233,- 
000,000 and $236,000,000 over the period in which the $1,412,000 in dividends now 
held by the trustee was received, but included in the assets on which such capital 
and surplus are based is a block of common stock of the Central Railroad of New 
Jersey carried at its cost of approximately $24,000,000. Since the Jersey Central is in 
Section 77 proceedings the value of the stock, if any, is greatly reduced. If the court 
should refuse to construe its earlier order as authorizing the trustee to pay the 
dividends to the B. & O., it will probably be necessary to resolicit holders of the 
Secured Notes for their assent to a modification of the indenture in that respect or 
the B. & O. will be unable to obtain these dividends which it sorely needs and the 
equivalent of which it will be paying noteholders in annual interest. The noteholders, 
however, may be unwilling to give up their advantage and the whole plan may be 
jeopardized. It is unlikely that such a gap would have survived the extended nego- 
tiations attendant upon the formation of the typical reorganization plan. The in- 

°° This is the conclusion reached by the S. E. C. (id. Pt. II, at 528 et seq.) and is reflected in the 
provisions of Chapter X, §§209-213, relating to such committees. 

8 gars, 88 6713. 

8° §o14. 4° §420. 

“1 In re B. & O. R. R. (D. Md., File No. 9294), Petition of the Trustee Under the Secured Note 


Indenture for a Construction of Certain Provisions of the Decree Confirming the Plan (Order No. 16), 
filed May 29, 1940. 
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adequate consideration of the plan permitted by Chapter XV greatly increases the 
possibility of such unfortunate situations. 


Tue Pans 


The discussion thus far has been directed principally to demonstrating that the 
procedure authorized by Chapter XV is so geared as to make it highly unlikely that 
any management plan will be materially affected by either the I. C. C. or the court. 
Very little has been said about the character of the plans proposed under the pro- 
cedure, an equally important aspect of the present analysis, for unless they are likely 
to require amendment, the procedural weaknesses are of little consequence. 

As of July 1, 1940, six plans had been filed under Chapter XV with the I. C. C. or 
with the appropriate federal court.4 While they vary because of differences in the 
capital structures and financial conditions of the individual roads, certain general 
characteristics may be pointed out. Most of these are common not only to the Chap- 
ter XV plans but to any voluntary plan since they result from influences attendant 
upon any attempt by the management of a corporation to negotiate directly with 
security holders. 

First, none of the six plans alters stock interests. Furthermore, it is unlikely that 
any voluntary railroad plan will. This is true for several reasons. In the first place, 
the plan is invariably promulgated by the management as a device for meeting im- 
pending interest or principal maturities.** The immediate hurdle therefore, does 
not involve stock interests, and, since the management represents the stockholders, 
the incentive is all against affecting their interests. In addition, because stockholders 
possess no present claims which may be deferred or compromised, it is virtually im- 
possible to devise a plan affecting them without not only doing so adversely but also 
without offering any present inducement for their acceptance of the adverse treat- 
ment. Unless unusually persuasive in terrorem arguments can be presented for their 
agreement to such a plan it will be impossible to obtain the substantial acceptance 
necessary to effectuate any voluntary plan either apart from or under Chapter XV. 
In the six plans under consideration not only are stock interests untouched, but the 
claims of unsecured creditors also are not modified in any way. 

Second, since the function of the plan is to avoid receivership or Section 77 pro- 
ceedings, it must provide some method of meeting the menacing maturities, and, 
so that the solution may be more than temporary, must also provide for either can- 
cellation, reduction, or deferment of other forthcoming maturities. In the absence 
of unusual inducements, such as a present cash payment, however, secured creditors 


“? Wichita Falls & Southern R. R. Financial Readjustment, 221 I. C. C. 585 (1937); Lehigh Valley 
R. R. and Subsidiaries Financial Readjustment, 230 I. C. C. 685 (1938); B. & O. R. R. Financial 
Readjustment, 230 I. C. C. 243 (1938); Montana, Wyoming & Southern R. R. Financial Readjustment, 
Fin. Doc. No. 12517 (1930); Chicago, Memphis & Gulf. R. R. Financial Readjustment, Fin. Doc. No. 
12663 (1940); Peoria & Eastern R. R. Financial Readjustment, Fin. Doc. No. 12753 (1940). 

“® Chapter XV was apparently available only for management plans. See §§710, 725 (6). Provisions 
like the latter section make it virtually impossible for anyone but the management to undertake the 
expense of a voluntary plan. 
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are not likely to agree to cancellation or reduction of either interest or principal, 
particularly when unsecured creditors and stockholders are not asked to make any 
sacrifice of their interest in the corporation. 

This means, as the six plans demonstrate, that voluntary plans will be basically 
deferment plans with reduction of either principal or interest being effected only 
in unusual situations. Only two of the six plans affect more than a single issue and 
both of these are almost exclusively deferment plans.‘ The B. & O. plan, to con- 
summate which Chapter XV was enacted, is typical of what may be expected in any 
voluntary plan affecting more than a single class of securities of a large carrier. It 
provides for both partial and complete deferments. Portions of interest on some 
issues will continue as fixed charges and be paid currently while other portions, the 
payment of which is made contingent upon earnings, will not be wiped out if unpaid 
but merely deferred. In fact, the management strongly urged as a reason for ac- 
ceptance of the plan that it called for no principal reductions and, with one minor 
exception, no final reduction in interest but merely for a moratorium on the payment 
of parts thereof.*® 

Two of the plans, involving single issues of somewhat smaller roads, do effect 
reductions of principal and interest through the inducement of a present cash pay- 
ment.*® This is, of course, a very desirable accomplishment. It is limited in its 
possibilities, however, to a relatively small number of roads, for it is to be noted 
that both these carriers had single mortgages and both had or were able to obtain 
the necessary cash, circumstances almost essential to the successful carrying out of 
such a plan. Very few Class I railroads have single mortgages and few of those have 
or could get sufficient cash to present the necessary inducement. 

That such plans can probably be effected without a special procedure is demon- 
strated by the recent experience of the Boston and Maine Railroad in successfully 
carrying out its plan without resort to Chapter XV.*7 While the Boston and Maine 
plan involved more than $100,000,000 of securities, the larger of the two similar plans 
referred to in the preceding paragraph, that of the Peoria & Eastern Railway Com- 
pany affected only about $8,000,000 of securities. The same singular factors of a 
single mortgage and a source of cash were necessary to enable the carrying out of 
the Boston and Maine plan, however. 


“ Those of the Lehigh Valley and the B. & O. ‘© Senate Hearings, 119. 

“° See Montana, W. & S. R. R. Financial Readjustment; and Peoria &E. Ry. Financial Readjustment, 
both supra note 42. 

‘7 The Boston & Maine plan formulated with the assistance of the R. F. C. provided for holders of 
the $103,833,000 of bonds issued under the road’s sole mortgage exchanging 50% of their holdings 
for new thirty-year 4% income bonds and taking either cash or new 20-year 4% first mortgage bonds 
for the 50% balance with the proviso that if more than about 25% of the bondholders elected to receive 
cash, the cash payment would be reduced below 50% and the difference paid in first mortgage bonds. 
Cash to meet the plan’s requirements was lent the road by the R. F. C. which took 20-year 4% first mort- 
gage bonds therefor. The plan, which reduces fixed interest by almost $3,000,000 per annum and total 
fixed and contingent interest by almost $1,000,000, had been accepted by holders of over_93% of the 
outstanding bonds when it was declared effective. See Moopy’s RarLroap SERVICE (1940) 779. 
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One other element which will affect the character of voluntary plans of which 
court approval is to be sought is the “fair plan” doctrine familiarly known as the 
doctrine of the Boyd case,** or, lately, the Los Angeles Lumber Products Co.*® case. 
Since voluntary plans are not likely to involve any reduction of stock interests, the 
rule of absolute priorities enunciated by these cases will prohibit reductions in 
principal or interest of secured claims without adequate consideration therefor. This 
means that there will be no straight reduction plans but that they will be either of 
the straight deferment or cash-reduction-deferment types. That even these plans may 
not meet the requirements of the strict priorities doctrine is demonstrated by com- 
paring the most favorable, those involving a cash payment of part of the principal 
and a deferment of the balance, with the orthodox contract principle under which 
part payment in cash is not consideration for the extension of a matured claim.®° 


Tue Future 


We come now to the question of what legislative provision, if any, should be 
made for future voluntary plans. With respect to straight deferment plans, the 
writer is satisfied that as a general proposition there is at the present time no need 
_and no justification for a moratorium on railroad obligations which is precisely what 
a deferment plan provides. A moratorium is justifiable only if the payments ex- 
tended can reasonably be expected to be made under normal future conditions. This 
raises the question of what the future reasonable expectations of the railroads are. 

In 1939, and there has been little change since then, roads operating nearly one 
third of the country’s mileage and having outstanding approximately one third of 
the railroad funded debt were in either receivership or reorganization proceedings.®* 
Another third of the roads are marginal producers who continually have difficulty 
meeting their fixed charges often failing to do so.5* The remaining third of the 
roads are in reasonably strong financial condition. 

It is apparent that only the middle group might find any use for a deferment 
procedure, for the roads in the first group admittedly require reorganization and 
those in the third consistently meet their fixed charges. The situation of the marginal 
carriers is such that deferment is not likely to solve their present problems. A sam- 
pling of 21 of these roads reveals that they have failed to meet their fixed charges 
in almost half the years from 1930 to 1937, and of the least successful ten an average 
of less than four in each year have done so. Even in 1937, the best railroad year since 
1930, only three of these ten earned fixed charges and the most successful of the 
three did so by only 1.11%.5* Discouraging as the recent history of the marginal 


“® Northern Pac. R. R. v. Boyd, 228 U. S. 482 (1913). 

“° Case v. Los Angeles Lumber Products Co., 308 U. S. 106 (1939). As to the effect of the Los Angeles 
case on voluntary plans, see Dodd, The Los Angeles Lumber Products Company Case and Its Implications 
(1940) 53 Harv. L. Rev. 713, 747 e¢ seq. 

5°See 1 Wituiston, Contracts (rev. ed. 1936) §120. 

52 See Cray, WHat SHaLt We Do Asout THE RaILroaps? (1939) 4. 

52 Ibid. 

5° See The Rehabilitation of Railroad Credit, Ry. Business Ass’N., SERIES 1939, No. 7, p. 27 (Table 
No. 4). 
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carriers is, the futility of deferring charges which they are now unable to meet 
bcomes more apparent upon an examination of their future. The earnings prospects 
of these carriers, in the absence of unique considerations applicable to individual 
roads, are no better than those of the railroads generally. 

One of the surest, quickest ways to appraise the future of any industry as old as 
the railroads is to examine the trend of its revenues and earnings. The revenue 
trends of the railroad industry since 1899 are very revealing. From that year through 
1920, railroad tonnage and revenues advanced at a faster rate than business activity 
generally.54 Although gross railroad tonnage continued to increase from 1920 to 
1929, it did so at a slower rate than that of general business expansion. The railroads 
were not holding their own though the general prosperity of the period served to 
obscure this trend.55> This slowing down is further demonstrated by the fact that 
from 1921 through 1936, while some new mileage was constructed, the entire railroad 
system sustained a net loss through abandonment of 10,279 miles.5® 


The comparative decline of the railroads has continued at a surprisingly steady 
rate. In 1937, the best railroad year since 1930, though the Federal Reserve Board 
Index of Industrial Production averaged 110 as against 111 for 1928, railroad freight 
tonnage was 21.1% and freight revenue 28.2% below 1928. Total revenues were 
31.9% below 1928, indicating that passenger revenues had fallen off even more 
sharply.5? 

While the present improvement in general business conditions will make for in- 
creased railroad revenues, there is nothing to indicate that the railroads will reverse 
their twenty year declining trend. The use of trucks, buses, motor cars, airplanes, 
pipe lines, inland water carriers, high transmission lines and other forms of trans- 
portation continues to increase in part at the expense of the railroads. In the absence 
of singular circumstances affecting individual carriers or particular geographical 
areas, it seems safe to predict that the relative position of the railroads will decline 
until a new level of stability is reached. 


Marginal producers in a declining industry are not likely to benefit by a mora- 
torium. There are, with rare exception, no roads now unable to meet principal or 
interest maturities, the business of which is likely to improve in the next decade 
sufficiently to enable them to consistently meet their present charges, in other words, 
no roads of the type for whose benefit Chapter XV was ostensibly conceived.5* The 


54Tn 1899, railroads as a whole originated 13.4 tons of freight and had revenues of $24.40 per unit 
of industrial production. By 1920 these figures had increased to 16.5 tons and $53.45 respectively, the 
greater rise in revenues being due to sharply higher freight rates. See Moopy’s MANUAL OF INVESTMENTS, 
Rartroap SEcurITIES (1939) a3. 

°5 For a more detailed discussion of these trends, see Moopy’s, op. cit. supra note 54, at a3 ef seq. 

5° PALMER, INVESTMENT SALVAGE IN RAILROAD REORGANIZATIONS (1938) 89. 

57 Moopy’s, op. cit. supra note 54, at a4. There are also listed on p. aq nine of the principal reasons 
for the relative decline of the railroads. 

5° See the testimony of one of the authors of Chapter XV, Col. Henry W. Anderson, special counsel for 
the B. & O., in which he divides railroads into three financial categories, those having no financial troubles, 
those having financial difficulties but not requiring reorganization, and those requiring drastic reorganiza- 
tion, and commends Chapter XV to the middle group. Hearings of the Special Subcommittee on Bank- 
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railroads which now find themselves in distress need substantial reductions in fixed 
charges and a present moratorium merely defers the inevitable reorganization while 
piling up large accumulations of deferred interest in the interim. As one railroad 
observer has well said, “The railroads not only need more business—they need relief 
from archaic capital structures.”*® 

In this respect a comparison between the capitalization of British and American 
railroads is quite interesting. Whereas the fixed obligations of all American railroads 
average 62% of their total capitalization and equity securities represent only 38% 
thereof, the four largest British roads show 71.3% of their capitalization in share 
capital with only 28.7% in loan capital.®° This means that the British roads have a 
substantial cushion of safety and may explain why financial failure is practically 
unknown among them, while reorganization is a familiar event in many American 
roads. Such a safety margin is particularly desirable in a declining industry. 

It is frequently stated that on the basis of cost or reproduction value of their 
property American railroads are not overcapitalized. While this is true, it is equally 
true that on the basis of their earning capacity they are overcapitalized, and with 
capital structures top-heavy with fixed obligations the earning capacity is far more 


‘important than cost or reproduction value.®* 


Not only is reduction of fixed charges for roads now in distress necessary to pre- 
vent recurrence of the present difficulties, but such a reduction would redound greatly 
to the benefit of the roads and to their security holders in a variety of ways. It is 
an interesting fact that while the operating revenues per mile of line of the financially 
strong and the marginal roads for 1937 were approximately the same, the fixed 
charges per dollar of revenue of the latter were from 14 to 31% greater. At the 
same time, and this is quite important, the net available for fixed charges per dollar 
of revenue of the strong roads was almost 25°% greater than that of the marginal 
operators. While the revenue per mile of line of the two classes of carriers was 
practically the same, the financially strong roads not only had substantially smaller 
fixed charges, but also had lower operating costs per dollar of revenue and therefore 
more available to meet their lower charges.®* 

This indicates that, as might be anticipated, the financially straitened roads operate 
less efficiently. Much of this operating inefficiency results from insufficient or in- 
adequate equipment, old light rail, winding road-beds and manifold grade crossings, 
all of which make for extraordinary maintenance and slower service. Still another 
source of waste is antiquated shop facilities. Further, the necessity for meeting the 
over-burdening fixed charges tends to induce deferment of desirable maintenance 
resulting in depreciation of the property and greater expense in the future. 


ruptcy and Reorganization of the House Committee on the Judiciary, on H. R. 3704 and H. R. 5407, 
76th Cong., 1st Sess. (1939) 22. °° Cay, op. cit. supra note 51, at 5. 

®° Bussine, op. cit. supra note 2, at 7 et seq. Several counterbalancing factors which make a comparison 
of British and American railroads reasonably trustworthy are discussed at p. 7. 

*2 See CLay, op. cit. supra note 51, at 42 et seq.; The Rehabilitation of Railroad Credit, supra note 53. 


®2 See id. at 6 (Table I). 
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These considerations coupled with the declining character of the industry make 
it apparent that roads now unable to meet their maturities will not find deferment 
of these charges with no permanent reductions therein of any real benefit. 

While there appears to be no real place for moratoria plans, there is a most useful 
field for plans providing permanent reductions of principal and interest. While thus 
far no reductions involving more than a single issue have been effected voluntarily, 
it is conceivable that large-scale plans may be carried through without the extended 
proceedings now characteristic of Section 77. The possibility that even a relatively 
few single or multiple issue reductions may be effected voluntarily justifies some form 
of legislation providing for binding non-assenters to such a plan. ; 

Any such new legislation, however, should be available only for plans providing 
substantial reductions of principal and interest maturities. In addition, the procedure 
should provide essential safeguards not present in Chapter XV. Effective examina- 
tion of the plan by both the I. C. C. and the court should be assured through the 
elimination of the pressure elements of Chapter XV. An express prohibition, similar 
to that in Chapter X, on the solicitation of assents to the plan before approval by 
both the Commission and the court should be included.** This is far more important 
with respect to voluntary management plans than for the typical Chapter X plan 
which is formulated only after careful negotiation among representatives of all classes 
of security holders. 

Finally, the I. C. C. should be specifically authorized to amend the plan, if neces- 
sary, and be required to find that it is “fair and equitable.” 

While other desirable provisions will be apparent from the observations hereto- 
fore made, these are essential: a limitation to plans providing for substantial reduc- 
tions, provision for pressure-free consideration of them by both the Commission and 
the court, authorization to the Commission to amend the plans, and finally, a re- 
quirement that the I. C. C. as well as the court approve their fairness. While the num- 
ber of plans which can be effected under such limitations and provisions is probably 
small, no legislation for voluntary plans should be enacted without these basic pro- 
tective measures, for an unsound plan rather than assisting the particular carrier 
may result in the accumulation of an insurmountable debt burden which will make 
the ultimate reductions the more drastic and painful and result in an aggregate loss 
much greater than if the carrier were financially stabilized at the present time.®* 


*® Chapter X, §176, 11 U. S. C. A. §576 (1939). 
**This was pointed out by Commissioner Eastman as follows: “.\. . such a plan only defers the 
evil day and makes it worse when it finally arrives.” Hearings, supra note 58, at 83. 








THE PURCHASE BY RAILROADS OF THEIR OWN 
OBLIGATIONS 


Rosert T. Swarne* 


As this is being written, junior mortgage bonds of New York Central are selling 
at 45; of Illinois Central at 38; and of Southern Pacific at 34. Even before the Ger- 
man hordes swept through Holland and Belgium such bonds of New York Central 
had not sold in excess of 84; of Illinois Central in excess of 62; and of Southern 
Pacific in excess of 64 for two years. These three systems were formerly regarded as 
among the soundest financially, and even today there seems to be no immediate peril 
of their bankruptcy. They have been mentioned here merely as nation-wide illustra- 
tions of the depth to which railroad credit has sunk. Numerous other similar illustra- 
tions could be given. 

One mathematically minded is irresistibly tempted to sharpen his pencil and do 
a bit of figuring when he sees, let us say, $100,000,000 of outstanding 5°{ mortgage 
bonds of the X System ranging during recent years between 25 and 4o, while the 
federal government is borrowing money with the payment of practically no interest 
and lending it broadcast at low rates. This figuring has produced the mathematical 
conclusion that by borrowing around forty million dollars from the government at, 
say, 4% to buy up such an issue the X System would reduce its fixed charges by 
nearly three and a half million dollars. 

This simple mathematical conclusion has intrigued not only the amateur econ- 
omists and railroad reorganizers but even such governmental representatives as 
officers of the Reconstruction Finance Corporation and members of both Houses of 
Congress, and, as well, such presumably hardheaded businessmen as the bankers 
and industrial executives who make up the membership of the National Conference 
of Investors. 

The idea has been crystalized in proposed legislation to authorize the making by 
Reconstruction Finance Corporation of loans to railroads to enable them to purchase 
their outstanding obligations in order to reduce their fixed charges. This proposed 
legislation has had the support both of Reconstruction Finance Corporation and the 
National Conference of Investors, and is embodied in the so-called Omnibus Bill 


* Ph.B., 1905, State University of Iowa; LL.B., 1910, Harvard University. Member of the New York 
Bar. Member of the firm of Cravath, de Gersdorff, Swaine & Wood. Director and Counsel to Board, 
Chicago, Milwaukee, St. Paul & Pacific R. R. Contributor to legal periodicals on problems of corporation 
and corporate reorganization law. 
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(S. 2009) reported favorably to the two Houses of Congress by the Conference 
Report of April 26, 1940. , 

The idea behind the proposed legislation is not something new, the product of 
this depression decade. Much the same scheme was suggested by a group of security- 
holders in connection with the Chicago, Milwaukee & St. Paul reorganization of 
1925-1928. It was there suggested that a large fund should be raised by assessment of 
stockholders for retirement of bonds then selling at around 50. For the reasons which 
are developed below in the discussion of the present proposals, the suggestion was not 
regarded as of any practical value. 

While undoubtedly some reduction in railroad fixed charges could be accom- 
plished over a period of time by the government loans now suggested for purchases 
of railroad obligations, the difficulties in the way of any substantial accomplishment 
have been much underestimated and the probable results much overestimated. 

The present levels of railroad obligations are not the result of any flood of selling 
by railroad bondholders. Many of the stronger holders, particularly banks and in- 
surance companies, hold their railroad bonds against their own dollar obligations of 
not immediate maturity. Accordingly, so long as there is any reasonable hope that 
the bonds will be paid at maturity, or will approximate their original purchase price 
before maturity, such holders are not anxious to sell their bonds. Indeed, it is one 
of the anomalies of the situation that for such holders many railroad bonds, at their 
present low prices, constitute a hedge against inflation. While public utilities are 
sufferers from inflation at the outset, ultimately rates and costs adjust themselves to 
the inflation, with the result that at some point in an inflation the bonds of many 
roads now selling at large discounts would probably sell at their principal amount. 

From the technical market aspect of the problem, present low prices of railroad 
bonds are due to a lack of buyers in a thin market. This lack of buyers is, of course, 
due to lack of confidence in railroad credit. Nevertheless it is believed that were a 
buyer to appear prepared to purchase any large amount of an outstanding issue of 
any carrier comparable to the three which have been mentioned, the amount of 
bonds which he could obtain at present prices would be negligible as compared with 
the total amount of the issue. Indeed, once it were known that such a buyer was in 
the market even discouraged bondholders who are selling at present prices would 
tend to take courage and increase the level at which they would be willing to sell. 
It would require a very carefully managed market operation, with complete disregard 
for the philosophies of the Securities and Exchange Commission, to accumulate any 
substantial fraction of the total of any of today’s low priced railroad obligations at 
prices approximating those now prevailing. 

A further practical difficulty lies in the unwillingness expressed by responsible 
public officials that government money should be employed in such buying projects 
except in association with private money and then, it is suggested, on terms by which 
the government money should be preferred over the private money in the venture. 
There can be no criticism of the government for taking this attitude. Indeed, it 
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may well be questioned why the government should make to private enterprise the 
large loans which the idea contemplates. Perhaps the answer, not wholly satisfying, is 
that if every other kind of pressure group has its feet in the public trough, why 
shouldn’t the railroad investors get in too. 

Assuming, however, that a government institution were willing to make the 
proposed loans on terms of such priority, where could any private investors be found 
to supply the subordinated funds for the purchase? If, as is the basic idea of the 
suggestion, the bonds are to be purchased for the benefit of the railroad debtor, not 
for the benefit of those who put up the money, and if the railroad to which the loans 
are made is to be required to repay only the amount of the loan (and indeed that 
with comparatively low interest), obviously there can be no profit for the lenders 
above the purchase price. On the other hand, the very fact of the low prices of the 
bonds proposed to be purchased demonstrates the serious risk of loss in the venture. 
Why should any bank or private investor go into any such project on any basis, let 
alone a subordinated basis, even if already heavily committed in bonds of the carrier 
to which the loan was proposed to be made? If the private investor wants to invest 
in additional bonds he will buy them outright and have the opportunity for a profit 


_at much less risk of loss than that to which he would be subject by contributing to a 


joint government-private loan in which his contribution would be subordinated to 
that of the government. 

Were this scheme for buying up low-priced railroad obligations through govern- 
ment aid ever to get substantially further than the superficial theorizing which has 
heretofore prevailed, the responsible government officials might well question 
whether the considerations affecting private investors mentioned in the next preced- 
ing paragraph would not also affect the government investment. If the credit of our 
railroads under private ownership and operation does not afford sufficient hope to 
lift the prices of New York Central, Illinois Central or Southern Pacific bonds above 
their present levels it may be that ultimate public ownership and operation is in- 
evitable. If so, might not the government better purchase outright such bonds as it 
can pick up at low prices rather than take them as collateral for a loan of their 
purchase price? 

This latter thought leads to a consideration of what is proposed to be done with 
the purchased bonds once they are purchased with the proposed loan. Obviously if 
they are not so cancelled that they can never again become obligations of the carrier 
which issued them and to which the loan is made, the fixed charges of the debtor 
may not have been reduced. This point has largely been overlooked in the discussion 
of the proposed legislation. At least it has been overlooked by most of the protagonist 
investors; perhaps not by Reconstruction Finance Corporation, for the suggested 
legislation has contemplated that the purchased bonds shall be kept alive and pledged 
as collateral for the loan. Furthermore, this legislation contemplates that Recon- 
struction Finance Corporation, as the lender, and any purchaser from it of the loans, 
shall have the right, even after bankruptcy or receivership of the borrower, to sell 
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the pledged obligations in the event of any default on the loan and to become 
absolute owner of such obligations. 

An understanding of the problem thus presented requires consideration of the 
legal effect of the pledge by a debtor of its own obligations as collateral to an obliga- 
tion evidencing a loan. The legal implications of such a pledge are widely misunder- 
stood. The subject is highly technical, but the law governing it was settled long 
before the enactment of Section 77 of the Bankruptcy Act, under which most railroad 
reorganizations are now being effected. 

If the X System issues its promissory note for $1,000,000 to evidence a loan of that 
amount, and to secure the note pledges $2,000,000, principal amount, of its own 
bonds, it has created only one debt, viz., the promissory note.' In other words, the 
debt is but $1,000,000, not $3,000,000. This is true whether the $2,000,000 of pledged 
bonds are for the first time “issued” by the pledgor as a part of the pledge, or 
whether they are so-called treasury bonds, i.e., bonds previously issued but theretofore 
repurchased by the pledgor, or whether they are purchased with the proceeds of the 
loan. In the latter event, their repurchase by the issuer extinguishes them as debt. 
This is also true whether the pledged bonds are secured or unsecured. 

So long as no receiver or trustee is appointed of the pledgor’s property or any 
other creditor proceeding designed to crystalize the rights of all the creditors has 
been instituted, the effect of the pledge is to give the pledgee a power of attorney to 
issue the pledged securities by sale in enforcement of the pledge. Upon such a sale 
the debt of the pledgor is increased by an amount dependent upon the proceeds of 
the sale of the pledged bonds. For example, if in the case above put, the pledgee 
sells the $2,000,000 of pledged bonds for $750,000, the pledgor then has outstanding 
$2,250,000 of debt, viz., the $2,000,000 of pledged bonds which have now been sold, 
plus the $250,000 deficiency on the promissory note. This again is true whether the 
pledged bonds be secured or unsecured. 

When, however, the pledgor becomes the object of any legal proceeding designed 
to crystalize the rights of its creditors inter se, the pledgee is no longer entitled to 
sell the pledged bonds.? An injunction will issue against any such disposition of the 
pledged bonds by the pledgee. It is believed, however, that an injunction is necessary 
only for the purpose of preventing the creation of a cloud upon the pledgor’s property 
through the claim of a lien or other right in the pledgor’s property by the purchaser 
of the pledged bonds upon the purported enforcement of the pledge. Unless the 
purchaser at the pledgee’s sale were a bona fide purchaser for value without notice of 
the equities of the other creditors as against the pledged bonds (which, as a practical 
matter, is unlikely), such a purchaser would not seem to have, even in the absence 


* Merrill v. National Bank of Jacksonville, 173 U. S. 131 (1899); Mississippi Valley Trust Co. v. Rail- 
way Steel Spring Co., 258 Fed. 346 (C. C. A. 8th, 1919); Washington-Alaska Bank v. Dexter Horton Nat. 
Bank, 263 Fed. 304 (C. C. A. oth, 1920); Worth v. Marshall Field & Co., 240 Fed. 395 (C. C. A. 4th, 
1917); Butterfield v. Woodman, 223 Fed. 956 (C. C. A. 1st, 1915); Hitner v. Diamond States Steel Co., 
176 Fed. 384 (C. C. Del., 1910). 

® Mississippi Valley Trust Co. v. Railway Steel Spring Co., supra note 1; Continental Illinois Nat. Bank 
& Trust Co. v. Chicago, R. I. & P. Ry., 294 U. S. 648 (1935). 
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of an injunction, any greater rights than the pledgee himself. Obviously it would be 
inequitable as between creditors to permit one creditor to increase the “debt” of the 
insolvent to him after the estate of the debtor had been marshaled for distribution 
among all creditors. 

If the pledged bonds are unsecured obligations of the pledgor it has long been 
well settled that the pledge is wholly nugatory in the enforcement of the rights of 
the pledgor’s creditors inter se. The pledgee can prove against the pledgor’s estate 
only for the debt, viz., the principal amount of the promissory note, and cannot 
prove for anything in respect of the pledged bonds.® 

If, however, the pledged bonds are obligations secured by lien upon the pledgor’s 
property, the pledgee does have rights in that property arising out of the pledged 
bonds. But those rights are not by way of creating the nominal amount of the 
pledged bonds the debt of the pledgor. The only debt in the assumed situation still 
remains the promissory note. But the effect of the pledge of the bonds is to give to 
the pledgee, as security for that debt, that proportion of the mortgage securing the 
pledged bonds which their nominal amount bears to the total nominal amount of 
the bonds outstanding under that mortgage. The pledgee under such circumstances 
may receive distribution of the value of the mortgaged property in enforcement of 
the mortgage in that proportion, but only up to an amount which will equal the 
total debt to him, viz., the amount of the claim on the promisory note. He may also 
prove on the promissory note either for the full amount if the proceeding is in equity, 
or for the deficiency if the proceeding is in bankruptcy, subject, however, to the 
limitation that his total recovery, whether upon the promissory note or upon the 
mortgage, shall not exceed the amount of the debt.* 

Pursuing the above illustration further, if the pledged bonds were part of a total 
issue of $10,000,000, and the mortgaged property sold for $5,000,000, the pledgee, out 
of the mortgaged property, would be entitled to one fifth of the proceeds, or $1,000,- 
000, thus extinguishing the debt on the promissory note except for any unpaid 
interest or other costs included in the debt under its terms. If in this assumed case 
the mortgaged property sold for $7,000,000, the pledgee would not be entitled to 
retain the full one fifth of the proceeds, as owner of the pledged bonds, but would 
be limited to the amount of the proceeds of the mortgaged property sufficient to 
satisfy the debt on the promissory note. The remainder of the one fifth of the pro- 

* Union National Bank v. People’s Savings & Trust Co., 28 F. (2) 326 (C. C. A. 3rd, 1928); First 
National Bank of Beaumont v. Eason, 149 Fed. 204 (C. C. A. 5th, 1906; Curtis v. Walpole Tire & Rubber 
Co., 227 Fed. 698 (D. Mass., 1915); Third Avenue National Bank v. Eastern R. R. Co., 122 Mass. 240 
(1877); People v. Remington & Sons, 54 Hun. 480, 8 N. Y. Supp. 31 (1889) aff'd, 121 N. Y. 676, 24 
N. E. 1095 (1889); Dibert v. D’Arcy, 248 Mo. 617, 154 S. W. 1116 (1913). 

* Merrill v. National Bank of Jacksonville, 173 U. S. 131 (1899); Hitner v. Diamond States Steel Co., 
176 Fed. 384 (C. C. Del., 1910); Mississippi Valley Trust Co. v. Railway Steel Spring Co., supra note 1; 
Washington-Alaska Bank v. Dexter Horton Nat. Bank, supra note 1; Worth v. Marshall Field & Co., 
supra note 1; Butterfield v. Woodman, supra note 1; American Brakeshoe & Foundry Co. v. New York 
Railways, 277 Fed. 261 (S. D, N. Y., 1921); Atlantic Trust Co. v. Woodbridge Canal & Irrigation Co., 
86 Fed. 975 (C. C., N. D. Cal., 1897); Equitable Trust Co. v. Great Shoshone & Twin Falls Water Power 


Co., 228 Fed. 516 (D. Idaho, 1915); Simmons v. Taylor, 23 Fed. 849 (C. C., S. D. Iowa, 1885), app. 
dismissed, 127 U. S. 52 (1887); Claflin v. South Carolina Railroad Co., 8 Fed. 118 (C. C., S. C., 1880). 
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ceeds would fall into the other four fifths for satisfaction of the claims of the holders 
of the other $8,000,000 of outstanding bonds. - 

The practical effect of these well-established common law rules is that under the 
law, as it has heretofore stood, a pledgor, whether an individual, a bank, or the 
Reconstruction Finance Corporation, is not entitled, in a Section 77 reorganization, 
either to sell pledged collateral constituting the pledgor’s own obligations or, upon 
reorganization, unconditionally to take the new securities issuable against the pledged 
bonds as owner. The pledgee may take such new securities as owner only if their 
value is clearly less than that of the loan. Even then it may be that the pledgee is 
fairly entitled, as against other creditors, only to receive such new securities as col- 
lateral for some new obligation representing the loan. Particularly may this be true 
if the value of the pledged securities approximates, or perhaps exceeds, the amount 
of the loan. Just how to treat such collaterally secured obligations has been one of 
the most difficult problems with which the Interstate Commerce Commission has 
had to deal in reorganizations under Section 77. It has been clear, however, that 
under existing law pledgees do not now have rights as “absolute owners” of pledged 
collateral. 

If, therefore, legislation were designed to enable railroads to reduce their fixed 
charges through purchase of their outstanding obligations by collateral loans from 
Reconstruction Finance Corporation on the basis of the present established law re- 
garding such collateral loans, the borrowing carriers, and investors in their securities, 
would get the benefit of a reduction in fixed charges by the difference between the 
charges on the purchased securities and the charges on the new loan, provided the 
borrower either (a) remained solvent so that the loan could ultimately be paid off 
and the pledged securities retired, or (b) went into receivership or bankruptcy before 
Reconstruction Finance Corporation (or any other pledgee—lender or transferee 
thereof) sold out the pledge. On the other hand, if the pledgee should sell out the 
pledged collateral after a default on the loan and while negotiations were under way 
to obviate a reorganization or bankruptcy, other investors in the pledgor-borrower 
carrier would be materially injured through the resultant increase in the outstanding 
debt of the borrower. 

It may well be that the potential benefits of such arrangements outweigh the risks 
of an adverse result to the borrowing railroad or its investors. However, none of the 
bills which have been introduced for the purpose of authorizing loans by Reconstruc- 
tion Finance Corporation for the purpose of effecting reductions of fixed charges 
through schemes of the sort hereunder discussion has contemplated that the loans 
and pledges should be made upon existing common law terms. All the bills under 
discussion in Congress, including S. 2009 approved by a Conference Report, have 
purported to create in Reconstruction Finance Corporation, and any purchaser of 
such a loan obligation from it, rights wholly in conflict with those under existing law 
respecting such obligations. For example, S. 2009, in that portion thereof dealing 
with this subject matter, provides that 
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. . . the title of any owner of a collateral note evidencing a loan to a railroad, . . . and the 
right of any such owner to acquire title to the collateral securing such note, free and clear 
of any equity of redemption, . . . and thereafter to deal with the same as the absolute 
owner thereof, shall not be affected, restricted, or restrained by or pursuant to [the Bank- 
ruptcy Act or] by or pursuant to any other provision of law applicable to any proceedings 
thereunder. 


If (as may be doubtful) such an enactment were effective, this would mean that if 
Reconstruction Finance Corporation made a loan of $1,000,000 to enable a railroad 
to purchase $2,000,000 of its mortgage bonds, which were in turn pledged to secure 
the loan, and the borrower thereafter underwent reorganization, Reconstruction 
Finance Corporation or its transferee could sell out the $2,000,000 of pledged bonds, 
which would then be selling at discounts much greater even than those prevailing 
at the time of their purchase, and would presumably purchase them itself. If the 
$2,000,000 of pledged bonds were selling at 10% of their par value (which is typical 
of roads now in bankruptcy) this provision would purport to increase the debt of 
the borrower, for purposes of determining the rights of the creditors inter se, from 
the $1,000,000 loan to the $2,000,000 of pledged bonds plus the $800,000 deficiency in 
the loan. In other words, on the illustration given, the borrowing carrier and its 
existing investors would, under such legislation, be worse off than they are today by 
$800,000. 

Necessarily, most of the loans made under any such legislation would be made 
to railroads whose securities are selling at heavy discounts, indicating serious risk of 
ultimate bankruptcy. It would therefore seem that even with respect to new loans 
hereafter made under such legislation the probability of injury to investors would so 
exceed the probability of benefit as to make it unwise from the standpoint of any 
railroad investors that such loans be made. 

This provision of S. 2009, however, in its present form and as contained in earlier 
bills covering the subject matter, goes much further. For example, S. 2956, an earlier 
bill containing the language above quoted, contained a provision (which can hardly 
‘be characterized otherwise than as a “joker”) designed to give to Reconstruction 
Finance Corporation rights which it does not now have, in respect of loans hereto- 
fore made by it to railroads which subsequently went into bankruptcy and which 
in no probability could obtain any benefits from the proposed legislation. In that bill 
the purported enlargement of the existing legal rights with respect to pledges made 
to Reconstruction Finance Corporation was not limited to loans “hereafter made by” 
Reconstruction Finance Corporation but was extended to loans “heretofore . . . made 
by” Reconstruction Finance Corporation. Such loans are now outstanding in almost 
every railroad bankruptcy situation. To grant to Reconstruction Finance Corporation, 
or anyone to whom it may sell the notes evidencing loans heretofore made to these 
now bankrupt railroads, the right to become the absolute owner of the pledged obli- 
gations (and hence of the new securities issuable against them in the reorganization) 
irrespective of their value, was obviously a gross discrimination against (1) other 
holders of collateral notes of the same bankrupts similarly secured, whether banks or 
other institutions, who did not have any such rights as those purported to be given 
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to Reconstruction Finance Corporation, and (2) holders of bonds of the issue of 
which the pledged bonds were a part, who thus, by ex post facto legislation, would 
have their own securities diluted by a flood of collateral at outrageous discounts. 

When this discrimination was brought home to the Conference Committee of 
Congress considering the proposed legislation, this unfair discrimination was some- 
what modified, but not entirely eliminated, in S. 2009. That bill purports to give 
the enlarged rights in respect of collateral to any holder of a collateral note evidenc- 
ing a loan from Reconstruction Finance Corporation “to a railroad not now in 
receivership or involved in proceedings under Section 77 of the Bankruptcy Act.” 
In other words, while S. 2009 has eliminated the unfair discrimination contemplated 
by S. 2956 in favor of Reconstruction Finance Corporation loans to such roads as 
Frisco, New Haven, Milwaukee and Chicago North Western, which are now 
actually in bankruptcy, it purports.to effect the same unfair discrimination in favor 
of Reconstruction Finance Corporation loans heretofore made to such railroads as 
Baltimore & Ohio (which has just undergone a ca: ‘tal readjustment under a section 
of the Bankruptcy Act other than Section 77), Lehigh Valley (which is in such a 
readjustment proceeding and nevertheless now hovering on the verge of Section 77), 
and many other railroads whose precarious situation is evidenced by the low prices 
at which their securities are now selling. 

There seems to be no possible justification for any such attempted enlargement 
of the rights of Reconstruction Finance Corporation ex post facto, either in any 
benefit which investors might obtain from loans to other railroads by Reconstruction 
Finance Corporation under the new legislation or on any broad principle of fairness, 
whether or not technically supported by conventional rules of equity. If, as seems 
likely, S. 2009 is to be returned to Conference on account of other provisions, the 
Conference Committee should delete this provision purporting to grant to Recon- 
struction Finance Corporation discriminatory rights in connection with loans hereto- 
fore made on the basis of the existing law. It may well be doubted that such a 
substantial change in the substantive rights of creditors inter se can be accomplished 
under our Federal Constitution by such ex post facto legislation. However, pre- 
viously accepted principles of constitutional law, at least in so far as they may affect 
property rights coming into conflict with some assumed theory of public interest, 
have in recent years been thrown into such a state of uncertainty that affected railroad 
investors should not remain indifferent to these discriminatory provisions of S. 2009 
merely on the theory that they are unconstitutional by previously accepted standards. 

If reduction of fixed charges is to be the real objective of any such legislation as 
that under consideration, the purported grant of discriminatory rights in favor of 
loans by Reconstruction Finance Corporation or any other governmental agency 
should, at least, be limited to loans hereafter made under the authorizing legislation. 
Indeed any such legislation should expressly contemplate the cancellation of the 
purchased bonds except for the sole purpose of evidencing, as security for the con- 
templated loans, the proportionate interest of the purchased bonds in the mortgage 
under which they are issued. 
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of railroads, 487-8, 493, on security holders, 488, 
on future financing, 401, on railroad labor, 487, 
493; use of valueless securities issued in, as means 
of controlling railroads, 490-1; distraction of man- 
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lute priority applied to, 423; “paper’’ satisfaction 
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common stocks, 447-9; tax savings on issue of in- 
come bonds, 446; advantage of convertible pre- 
ferred stock, 448. 

SEGREGATION FoRMULA 
use of, in allocating securities to leased lines and 
divisional mortgages, 428-32, 513; qualified by 
severance and contributed traffic studies, 429, by 
traffic density and “strategic value,” 429, by phys- 
ical value, 430; use of, in Old Colony case, 500, 
502, questioned, 503-4. 

St, Louts & O'Fallon Ry. v. U. S., 456. 


User INTEREST 
see Pusiic INTEREST. 


VALUE 

provisions for determining, in §77 in 1933, 389, 
in 1935, 390, 439; determination of, as basis for 
deciding securities’ participation, 426; need to 
show book, despite lower capitalization after re- 
organization, 438-42; risk of extended litigation 
as to, in §77 cases, 455-6; opposition to rules for 
determining, 492. 


WHEELER, Burton K. 
U. S. Senator, 453; report on S.1869 submitted 
by, quoted, 486-7; declares railroads wasteful, 493. 
Wuite House ConFERENCE ON TRANSPORTATION 
considered railroad problem, 451; special reor- 
ganization court recommended at, 453. 








